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OUR COVER 


Featured on our cover this month is Howard A. Heffron, First Assist- 
ant in the Tax Division of the Department of Justice. In past months he 
has appeared before many tax men in the programs of the New York 
University Annual Institute of Taxation, the Practising Law Institute and 
the Tax Executives Institute. Little more than a year ago, Mr. Heffron, 
who is in his early thirties and a native of New York City, left a private 
law practice there to accept his present appointment from the Attorney 
General. 


As First Assistant,-Mr. Heffron is second in command of the Justice 
Department's Tax Division, which conducts and supervises all federal tax 
litigation—civil and criminal—in federal and state trial and appellate 
courts. In addition to occasional chores as Acting Assistant Attorney 
General, Mr. Heffron also serves as the Justice Department representa- 
tive on various interdepartmental liaison committees of the Treasury and 
Justice Departments to streamline procedures for the handling of tax 
litigation and to co-ordinate over-all litigation policy. 


Mr. Heffron also takes an active role in the preparation of Justice 
Department comments on pending tax legislation. He has argued 
several important tax cases in the Supreme Court and a number in the 
courts of appeals, and has appeared before Congress to support a 
Justice Department legislative proposal in the tax litigation field. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
state tax legislation, interpretations of tax laws and other tax information 

The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Editor, Henry L. Stewart: Wash- 
ington Editor, Lyman L. Long: Business Manager, James L. Jones; Circulation 
Manager, Richard H. Lane 
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IN THIS ISSUE 


Thoughtful tax man. In the early, early days of Spanish history, 
there came a time when certain families with large holdings of land 
sought to make alliances with their neighbors. In the bargaining, the 
eligible daughter of one family would be married to the eligible son 
of another family. What made the daughter so attractive was her 
dowry. Attached to the dowry, however, was the condition that only 
so long as the wife lived would the husband have management and 
control over her separate property, and the husband would have one- 
half interest in the property that came into being by reason of the 
marriage—that is, by the management of the separate property of each 
to produce community property. Thus, the wife was free, by will, to 
bequeath her dowry to her family, and her guarantee to a long life 
was the husband’s right to use it. 


Those states which were first governed by Spanish law continued 
the community property doctrine when they became a part of the 
United States. This doctrine has caused a throbbing in the heads of 
many tax men and many judges. At page 374, Harold A. Kuhn, 
writing from a community property state, takes issue with a Washing- 
ton (common law situs) ruling. Mr. Kuhn is a CPA with the firm of 
Keaton, Miller & Kuhn, San Francisco. 


The practitioners and the Chief Counsel’s Office. Arch M. Cantrall, 
the author of the article at page 379, is now a member of the law firm 
of Stathers & Cantrall, Clarksburg, West Virginia. Prior to August, 
1959, he was Chief Counsel, Internal Revenue Service. His article 
contains practical advice to the tax man, based upon his experience 
while in office. Sooner or later, all of the tough problems of the Service 
come to the lawyers in the Chief Counsel’s Office. In watching those 
problems close-up for more than a year and a half, it was natural that 
Mr. Cantrall should see ways in which taxpayers’ representatives could 
do more for their clients. He points out many of these ways, at the 
same time emphasizing that the government wants only to be fair. 


Stock options. To the sharp-eyed Internal Revenue Service, 
stock options have had a checkered career, beginning with LoBue 
and continuing up to the time the law was changed to bring into being 
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two new entities—the restricted stock option and the nonrestricted 
stock option. The article at page 387 deals with the latter, holding that 
the nonrestricted stock option may be preferred to the former because 
of the numerous restrictions and conditions attached to restricted 
options. The article was written by Harlan Pomeroy, who is with the 
firm of Baker, Hostetler & Patterson, Cleveland, Ohio. 


Section 306. The purpose of Section 306 of the Code is to 
prevent the conversion of ordinary income into capital gain through 
the sale of the preferred stock received as a stock dividend. However, 
the article at page 395 discusses this section in relation to common 
stock which, under some circumstances, can also be called Section 
306 stock. It is written by William A. Black, a Chicago attorney. 


Estate planners. Every now and then, a decision contains a state- 
ment which seems to have general application. The application is 
illusory because it fits only the specific and peculiar set of facts which 
permitted its utterance in the court’s opinion. The article at page 399 
is a warning to estate planners that van Beuren v. McLoughlin, if taken 
out of context, is subject to this interpretation, and if the same trans- 
fer were made today a different result would be obtained. It is 
written by Manning K. Leiter, a member of the Illinois bar. 


Early forms of taxation. We may be playing fast and loose with 
history when we say that the first witch doctor became the first tax 
gatherer when ne sold the cave men, sitting around the campfire, the 
idea that he could make the sun shine after the rain, and all he would 
ask in return would be relief from the communal duties of hunting 
or fishing and that his food and shelter be supplied through the labor 
of the group. The article at page 407 is a light history of what Jean 
Baptiste Colbert, a seventeenth century French statesman and finan- 
cier, called “so plucking the goose as to obtain the largest amount 
of feathers with the least possible amount of hissing.” 


The article is written by Glenn W. Smith, a CPA and a member 
of the Wichita, Kansas firm of Bonicamp, Koelling & Smith. 


Western Hemisphere Trade Corporations. The provisions of the 
Code for taxation of Western Hemisphere Trade Corporations have 
been on the books for some time, but recently a situation has arisen, 
because of the Boggs bill, which is affecting the thinking of the 
Internal Revenue Service in connection with these corporations. 


The Internal Revenue Service is attempting to apply the concepts 
of the investments incentive tax act to the sections of the Code which 
deal with Western Hemisphere Trade Corporations. In its zeal to 
increase the revenue of the United States Treasury, the IRS appears 
to have lost sight of the purpose of these corporations. 


The article at page 413 was written by Ralph H. Kline, who is 
with the B. F. Goodrich Company, Akron, Ohio. 


In This Issue 





WASHINGTON TAX TALK 


Withholding taxes from dividends may become a reality . . 
Treasury plan for new depreciation law is dead for this year 


PROPOSAL TO WITHHOLD TAXES on dividends is in the 

spotlight in the Senate. Chairman Byrd of the Senate Finance 
Committee has directed his tax staffs to draft legislation on withhold- 
ing taxes from dividends for committee consideration this year. If the 
committee favors the withholding bill, it will be tacked on as an 
amendment to a House-passed tax bill pending in the Senate. 


The Treasury will give only mild support to withholding taxes 
on dividends. It would prefer to see the results of its educational 
program for shareholders on reporting dividends as income. Millions 
of notices have been mailed by corporations to shareholders with their 
dividend checks, urging them to report dividend income on their tax 
returns. The Treasury has estimated that $1 billion in dividends paid 
each year is not reported on taxpayers’ returns. 


There are many administrative problems facing the IRS if Con- 
gress enacts withholding legislation on dividends. For example, a 
husband and wife both over 65 years of age with no other taxable in- 
come, using the standard deduction and taking dividend exclusions 
and credits on jointly owned stock, could receive at least $2,800 in 
dividends before they would have to pay a tax. If the rate of with- 
holding is set at 15 per cent, there would be $420 withheld on the 
$2,800 in dividends which would have to be refunded to the taxpayers. 


\ similar refund problem will arise for dividends paid to tax- 
exempt pension and profit-sharing trusts and to corporations which 
exclude 85 per cent of dividends received, Other problems will arise 
as to the withholding on dividends “in kind” of Subchapter S (tax 
option) corporation shareholders and on dividends paid to nominees 
who hold stock for other persons. 


Also to be considered by the Senate Finance Committee is the 
burden on corporations which must keep records of amounts with- 
held on dividends to approximately 12 million shareholders each year, 
some on a quarterly basis. 


Treasury plan for new depreciation law dead for this year.—The 
House Committee on Ways and Means sunk the Treasury’s high 
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hopes that its new proposal to tax 
gain from the sale of depreciated 
assets as ordinary income would be 
enacted into law this year. (See the 


April issue of TAXEs at page 277.) 


The committee voted to defer indefi- 
nitely further action on H. R. 10491. 
Committee members felt that the pro- 
posal represented a piecemeal ap- 
proach, and they decided to put aside 
further action on the bill until they 
could deal with the whole problem of 
depreciation when they work on “tax 
reform” next year. 

Transportation and telephone serv- 
ices.—Congress will soon tackle the 
annual extension of corporate and cer- 
tain excise tax rates which are sched- 
uled to be reduced on July 1, 1960. 
Also to be considered are (1) the 
scheduled reduction of the tax on 
transportation of persons from 10 to 
5 per cent and (2) the termination on 
general telephone services as of July 1, 
1960. In his budget message the Presi- 
dent asked Congress to extend these 
tax rates at their present level for one 
more year, or until June 30, 1961, and 
requested that the excise tax on gen- 
eral telephone services not be permit- 
ted to expire as scheduled. 

The reduction of the transportation 
tax on persons, and the termination 
on general telephone services, will 
create the most debate in Congress 
when the rate extension bill is under 
consideration. The report of the De- 
partment of Commerce on improving 
the nation’s transportation systems 
contained a recommendation for the 
repeal of the 10 per cent tax on trans- 
portation of persons—but “only when 
the budget requirements allow, and 
when a tax reform is 
Governor Rockefeller of New York 
has urged the President to let the 
10 per cent federal tax on general 
telephone service expire in order that 
the states could impose a similar tax 
as a means of raising state revenues. 


considered.” 


Washington Tax Talk 


The Commissioner 


More rules on “expense accounts.” 
—The Commissioner has issued T. I. 
R. 221 and Rev. Rul. 60-120, which 
give further information to taxpayers 
on “expense account” reporting to 
employers. Previously issued T. I. R. 
198 is amplified by T. I, R. 221. 


Field offices of the IRS have been 
advised to examine returns in which 
the deductions claimed for entertain- 
ment and similar expenses appear to 
be disproportionate in relationship to 
the income and business activities of 
the taxpayer. The IRS agents have 
also been told to apply the Cohan rule 
in those where the taxpayer 
cannot adequately substantiate deduc- 
tions claimed for entertainment and 
other business expenses. 


cases 


There has been a slight liberalizing 
of the new rules requiring employers 
to furnish tax-return information as 
to expense allowances paid to their 
highest paid employees. When the 
rules were first publicized, in Decem- 
ber, 1959, as the first evidence of new 
all-out efforts to stem “tax abuses in 
entertainment and employee expense 
accounts,” information was going to 
be required of corporate employers 
as to the 25 highest paid employees. 
Now, however, that information will 
be required only of such 25 employees 
—but only for those who are paid 
$10,000 or more (including expenses) : 
the same test will apply to partner- 
ships and a sole proprietor. 


Under T. TI. R. 221 and Rev. Rul. 
60-120, an employee has “accounted” 
to his employer if he has submitted 
an expense account or other required 
statements to his employer showing 
the business nature and amount of all 
his expenses (including those charged 
directly or indirectly to the employer 
through credit cards or otherwise). 
Those expenses must be broken down 
into such broad categories as trans- 


(Continued on page 429) 
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Harold A. Kuhn, a San Francisco certified public accountant, 
takes issue with Rev. Rul. 59-220 as it applies to 
community property. He is a partner, Keaton, Miller & Kuhn. 


HAT IS THE HOLDING PERIOD of the surviving 

spouse’s share of community property after the death of 
the first of the spouses to die? (Assuming that the survivor's 
interest vested at the date of purchase by the spouses.) 


Citations noted in Rev. Rul. 59-220, 1959-1 CB 210.— 
Internal Revenue Code: Section 1014(a), Section 1014(b) (6), 
Section 1223(2); Rev. Rul. 59-86, 1959-1 CB 209; Hopkins v. 
Bacon, 2 ustc J 613, 282 U. S. 122 (1930) ; McFeely v. Commis- 
sioner, 36-1 ustc § 9008, 296 U. S. 102 (1935); Campbell v. 
Commissioner, 41-1 ustc J 9359, 313 U. S. 15; Howell v. Com- 
missioner, 44-1 ustc § 9186, 140 F. 2d 765 (CA-5), cert. den.; 
Patterson v. Hightower, 57-2 ustc J 9789, 245 F. 2d 765 (CA-5). 


The decisions of the courts.—Hopkins v. Bacon: The issue 
was the right of spouses to file separate returns and pay the 
taxes in the applicable brackets of each. The Treasury con- 
tended that the husband was required to include all the income 
in his return. “. . . the husband shall have management and 
control . . . (but) in spite of this . . . the wife has a present 
vested interest . . . equal to the husband’s = 

McFeely: The issue was the beginning date of the holding 
period. For the purpose of determining short-term or long- 
term gain, do the heirs of a decedent count their holding period 
from the date of death of the decedent or from the date of 
distribution by the executor? (The issue arose under the 
Revenue Act of 1928. Prior thereto, the Treasury had ruled 
that the date of death controlled. Congress re-enacted the 
provisions with a minor change in terminology, and it was 
held that this was only elimination of surplusage of words and 
that re-enactment without material change constituted a con- 
firmation of administrative practice. ) 


Campbell: The issue under the Revenue Acts of 1928 and 
1932 (to the extent applicable to holding period) was the 
beginning date of the holding period. Testamentary trustees 
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purchased securities and later delivered them to a beneficiary. 
The choice was between date of purchase and date of delivery. 

Howell: The issue was the date of acquisition of a lease, 
which had been signed by another party and placed by him in 
escrow—pending the performance of certain acts agreed to by 
Howell to make the agreement effective. The escrow holder 
retained the lease for a month and a fraction, and, on the day 
Howell commenced performance of his obligations, the escrow 
holder delivered it to him. Howell later sold the lease and 
attempted to include the period of escrow in computing short- 
term or long-term gain or loss. 


Patterson v. Hightower: The issue involved sales under 
“call” contracts for cotton. Title and possession passed to the 
buyer of the cotton sold by Hightower. As the seller, he 
retained the right to designate the date on which the price 
would be determined—by reference to prevailing market price 
at that time. The taxpayer attempted to extend his holding 
period after the sale by the period of time until the date of 
payment (no issue involving acquisition date). 


Rev. Rul. 59-86.—The issue involved the beginning date 
of a holding period. It was stated that a taxpayer had received 
property by a valid gift, and thereafter he held and exercised 
all the incidents of ownership. Because the donor died shortly 
thereafter, the value of the property was required to be in- 
cluded for estate tax purposes under the rule of “contemplation 
of death.” It was concluded that this was not property acquired 
from the decedent. 


The statutory provisions.—Section 1014 relates to basis. 
Its essential provisions are as follows: 


basis of property in the hands of a person acquiring 
the property from a decedent . . . shall . . . be the fair 
market value . . . at the date of the decedent’s death . . . .” 


“For purposes of (the foregoing subsection) the following 
property shall be considered to have been acquired from 
the decedent: 


property which represents the surviving spouse’s 
one-half share of community property . . . if at least one-half 
of the whole of the community . . . was includible in 
the decedent’s gross estate ” (Italics supplied. ) 
Section 1223 relates to holding period. Its essential word- 
ing is as follows: 


(Continued on page 430) 
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TAX-WISE NEWS 


’ 

Gu! DELINES have been strung recently for 
the deduction of educational expenses, The Commissioner has issued 
a ruling showing (1) which expenses of schooling and training may 
be deducted as business expenses of employees or self-employed indi- 
viduals, (2) when the deductions are available and (3) how the ex- 
penses are reported on tax returns. There is a recognizable trend in 
these guides, and in the regulations, toward a liberal interpretation of 
the law, but a warning is added that proof of the specific purpose of 
educational expenses will have to be furnished upon request.—Rev. 
Rul. 60-97, 


Apropos, the Tax Court has permitted a third-grade schoolteacher 
to deduct the expenses of a European trip, upon a showing that she 
was required by her employer to attend summer school or to travel, 
every five years, as a condition of employment. The decision holds 
significance for teachers. This teacher, who held a Master of Arts 
degree, taught subjects in addition to art and geography (which would 
be greatly benefited by her travel). In a prior case (Richard Seibold, 
CCH Dec. 23,464, 31 TC 1017), the Tax Court said the taxpayer went 
on a “sight seeing trip” throughout Europe. In the Sanders case the 
Commissioner attempted to apply the same rationale, arguing that she 
visited “common tourist attractions.”—Evelyn L. Sanders, CCH Dee. 
24,116(M), 19 TCM 323. 


NaturRAL GAS PIPELINE easements are 
depreciable, says the Eighth Circuit, despite the difficulty in computing 
the period of usefulness. What’s good enough for the Federal Power 
Commission or the Securities and Exchange Commission, both of 
which had accepted evidence as to proper reserves, is good enough 
for the Internal Revenue Service. The district court was reversed.— 
Northern Natural Gas Company v. O’ Malley, 60-1 ustc {| 9395. 


In THE SIXTH YEAR following the filing 


of a joint income tax return, a liability was asserted against the wife 


May, 1960 ®© TAXES—The Tax Magazine 





as a transferee of her deceased husband. She pleaded the statute of 
limitations as a defense to her joint and several liability as one of the 
signers of a joint return. The Tenth Circuit, however, said the assess- 
ment was timely because the statute of limitations in actions against 
transferees is six years, and it was of no moment that the statute of 
limitations (in this case, five years) on actions against the joint tax- 
payers had run.—U. S. v. Floersch, 60-1 ustc {| 9399. 


SALES AWARDS paid by division sales 
managers out of their own pockets, to stimulate salesmen’s efforts, 
are taxable income, but they are not “wages” from which income 
taxes must be withheld. Prizes may inspire increased sales, and an 
increased volume of sales would surely redound to the over-all benefit 
of the common employer of the manager and the salesmen. Still, the 
awarding of prizes would be a personal project of the manager, not 
strictly within his duties as a supervisor of salesmen. It follows that 
the payments, awards or prizes would not arise out of an employer- 
employee relationship between the division sales manager and the 
salesman, and as a result, the payments would not be wages.—Rev. 
Rul. 60-113. 


N iGHtTcLuBBING after April 30 will be 
just a little bit less expensive than usual, because the cabaret tax 
goes down to 10 per cent on May 1, 1960. The President signed the 
cabaret tax reduction bill on April 8, 1960. 


ri 

| HE DIFFERENCE between making a gift 
to a university and making one “for the use of” dear old Alma Mater 
is more than academic. In the first case you would become entitled 
to an income tax deduction up to 30 per cent of your adjusted gross 
income, whereas in the second case the deduction would be limited 
to 20 per cent. The reason for the rule is simple and direct—the Code 
specifies that charitable contributions “to” certain donees are entitled 
to the extra 10 per cent deduction. It grants no special favor to con- 
tributions “for the use of” specified donees. But while the reason for 
the rule is simple, its ramifications are broad in these days of fund- 
raising for charity. Therefore, if you are in the position of making 
appreciable donations, check carefully into the eligibility of the object 
of your munificence to give you that extra 10 per cent income tax 
deduction.—Rev. Ruls. 60-110 and 60-111. 


Payments TO THE WIDOW of a cor- 
poration’s chief executive officer were gifts, according to the Sixth 
Circuit. Because the officer had been adequately compensated during 
his lifetime and there was no obligation on the part of the employer 
to make payments to the widow, the essentials of a gift were present. 
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This decision stands out because it is the first one by an appeals court 
under the 1954 Code, although there had been an indication by the 
Fourth Circuit (in Bounds, 59-1 ustc J 9159) that such payments would 
be considered as death benefits, subject to the $5,000 tax-free limita- 
tion. The Sixth Circuit, on the other hand, affirmed a district court 
which said flatly that the gifts ($50,000 over 12 months) were not 
subject to the death benefits limitation. Now, with this seeming 
difference of opinion, there may be Supreme Court review.—U. S. v. 
Reed, 60-1 ustc {J 9349. 


NonLAWYERS, non-CPA’s and nonalumni 
of the Internal Revenue Service who desire to practice before the 
Treasury Department get their chance at admission in a special enroll- 
ment examination to be held on September 8 and 9. All applicants 
must meet the educational and experience qualifications recently set 
out in IRS Document 5145 (Rev. 4-60), which is available, along with 
application forms, at district directors’ offices. 


Doers A CORPORATION make a profit, 
in a real sense, or in a tax sense, when it pays bonuses to key 
employees in treasury stock which has increased in value since 
its acquisition? No siree, says the majority of the Court of Claims. 


Would the market value of the stock bonus be deductible as com- 
pensation paid, even if the payment did not represent income to the 
corporation? Yes, it would. 

The decision turns about the validity and application of the 
regulations taxing a corporation’s dealing in its own stock when it is 
equivalent to dealing in another corporation’s stock. From a reading 
of the opinion, there may be doubt as to whether the majority dis- 
agreed with the regulations or just found them inapplicable; but there 
is no doubt about the dissenting view. It figured the majority’s 
opinion was the equivalent of invalidating the regulations and, further- 
more, “does not make sense.”—Hercules Powder Company v. U. S., 60-1 
ustc J 9257. 


Pr ICEEDS OF SALES made under a 
revolving credit plan may be reported on the installment method, if 
the usual requirements for installment reporting are present. Not- 
withstanding the fact that a revolving credit pian did not have two 
of the features usually associated with installment purchases—the 
retention of a security interest in articles sold and the attribution of 
payments to specific items—the “cycle budget account plan” of a retail 
department store chain was essentially an installment method of 
buying goods. Since neither the Code nor regulations defines what is 
meant by an installment pian, there is no reason to disqualify a revolv- 
ing credit plan.—Consolidated Dry Goods Company v. U. S., ©0-1 


ustc § 9272. 
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What Chief Counsel Expects 
of the Practitioner 


By ARCH M. CANTRALL 


The IRS technicians and Chief Counsel's lawyers may know more tax law 
and have more experience than the tax practitioner, 

but no one should know more about the facts of his case than he does, 
says the author. His advice: Do your homework, and do it early. 


EING CHIEF COUNSEL of the Internal Revenue Service is a 

most interesting job, exciting and challenging—not only once 
in a while, but every hour of every day. I cannot imagine a more 
interesting job for a lawyer. 


[ had always had a high opinion of Chief Counsel’s lawyers. As 
is the case with most, if not all, tax practitioners, I felt that it was 
a good, solid legal shop. Even with that approach, I was agreeably 
surprised at the high legal standard of the office, the thoroughness, 
the skill, the independence and, especially, the great desire to be fair 
to the taxpayer, to dispose of cases as quickly as possible and to do 
everything possible to minimize litigation. 


All the tough problems of the Service come sooner or later to the 
lawyers in the Chief Counsel’s Office. In watching those tough prob- 
lems for more than a year and a half, it was natural that I should see 
ways in which taxpayers’ representatives could do more for their clients. 

The first item on my list of what the Chief Counsel expects from 
the tax practitioner is a matter of the highest importance not only 
to the particular taxpayer and to all taxpayers generally, but to the 
Internal Revenue Service as well. In spite of that importance, most 
practitioners apparently refuse to believe what I am going to say. 

If you or your client have really been pushed around by Service 
employees or by Chief Counsel’s lawyers, if you actually haven’t been 
treated fairly, if you honestly haven’t been given every benefit of the 
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Clarksburg, West Virginia. 

He was Chief Counsel, Internal 
Revenue Service, January, !958- 
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on speeches which Mr. Cantrall 
presented at the New York University 
Tax Institute Dinner on November 
10, 1959, and at the Ohio State 
University College of Law 

Tax Institute on March 10, 1960. 


established procedures, in every such 
case you should go in person, or write 
a letter, to the Regional Commissioner 
or the Regional Counsel, or to the 
Commissioner or the Chief Counsel. 
Some people think that if they com- 
plain about ill-treatment, the local agents 
will learn that they have complained 
and be rough on them in the 
future. That is a rather naive idea. It 
may have been true in the old days, 
but it certainly is not so now. 


You can that neither the 
Commissioner nor the Chief Counsel 
is so helpless that he cannot find out 
what happened in a matter without 
telling those involved that the tax- 
payer has filed a complaint. The Com- 
missioner and the Chief Counsel and 
their top people are more than anxious 
to get your justified complaints, and 
to do something about them. 


will 


be sure 


[ am sure you understand that sim- 
ply because an agent or a conferee or 
a lawyer does not agree with you on 
the merits of a case or refuses to accept 
a settlement, it is not possible by mak- 
ing a complaint to get the Commis- 
sioner or the Chief Counsel to review 
the merits. That is ob- 
viously impossible. 


the case on 


However, in every case where there 
is really something wrong in the way 
a taxpayer is treated or where estab- 
lished procedures are not carried out, 
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the taxpayer or lawyer or accountant 
has a duty to tell his story, and to tell 
it in full detail. I assure you that your 
confidence will be respected and that 
your client will not be harassed. The 
Service makes every effort to make 
sure that each taxpayer and each tax 
practitioner is treated fairly, but with 
such a tremendous volume of work— 
all of it done under pressure—it is 
almost impossible to avoid an occa- 
sional mistreatment or what a taxpayer 
thinks is mistreatment. 


The standards throughout the Serv- 
ice are much higher now than they 
were ten years ago. But everything 
still is not perfect and, as long as the 
Service has to depend on human beings, 
there will be human errors. 


You realize, of course, that in many 
cases the fault is not all with the Serv- 
ice. Many times the taxpayer and his 
representative have not done all they 
should, or the taxpayer has got mad 
at the agent and thrown him out. 


It is true that Service people are 


expected to be fair to the taxpayer 
but, at the same time, the taxpayer 
and his accountant and his lawyer are 
expected to play fair, too, and they are 
expected to take full advantage of 
their opportunities under the established 


procedures. You would be surprised 
to learn how frequently a taxpayer's 
predicament is due to lack of skill or 
diligence on the part of his representa- 
tive. It has been embarrassing to listen 
to some stories when it would have 
been so easy to ask the taxpayer or 
his representative why he hadn’t hired 
a good lawyer or a good accountant. 


We now come to the second item 
on my list: Chief Counsel expects that 
every taxpayer’s representative will be 
a good representative. From the stand- 
point of the Chief Counsel, and of the 
Commissioner as well, it is important 
that the taxpayer be well represented, 
which means that the taxpayer has 
good legal services, if that is what he 
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needs; has good accounting services, 
if that is what he needs; and is repre- 
sented by an agent who knows the 


rules of the game. 


[ want you to understand this clearly: 
The Commissioner and the Chief Coun- 
sel are not interested in any argument 
between lawyers and accountants. 
Also, they are not interested in any 
argument whether tax i 
proper for either or both professions 
or whether it is the exclusive bailiwick 
of either profession. Higher authority 
has given to those who hold Treasury 
cards the right to represent clients 
before the Service, and that 
that question, just as the courts decide 
who can practice before them. 


practice is 


settles 


What I am trying to say is this: 
The Commissioner and the Chief Coun- 
sel do not care what profession, if any, 
you belong to if you have a Treasury 
card or, if your matter is pending in 
a court, you are admitted to practice 
before that court. But the Chief Coun- 
sel and the Commissioner are properly 
and deeply interested that your client, 
the taxpayer, is adequately represented 

—that is, that he has the kind of help 
he needs to enable the Service to deal 
fairly with him. 


The Service is only incidentally in- 
terested in you, the practitioner. The 
great interest is in your client, the 
taxpayer. 


The third item follows naturally. 
The Chief Counsel expects that every 
tax practitioner will play the game ac- 
cording to the rules. 


You are expected to know the rules, 
to do everything for your client 
which the rules permit, and to do it 
at the proper time and in the proper 
way, so that there may be that good 
co-ordination of your efforts and of 
the efforts of Service people which 
will facilitate early and proper dis- 
position of the case. The Service is 
doing much better than it used to in 
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telling you clearly what the rules are, 
but the Service can do still better in 
this respect. The Service buries many 
of the rules you need to know if you 
are to be of maximum help to the 
Service and to your client. Most of 
the rules are buried in the procedural 
instructions to Service employees. 


Summarizing, I have mentioned three 
items on my list of what Chief Coun- 
(1) The Chief Counsel 
expects you to complain, when you or 
your client have not been treated fairly 
or according to the established pro- 
cedures. When you really have an 
honest complaint, you should tell your 
story to a top official so that some- 
thing can be done about it. 


sel expects: 


(2) You are expected to represent 
your client well and to see that your 
client gets all the services he needs. 

(3) You are expected to know the 
rules anc play the game according to 
the rules and to see that your client 
gets every advantage available to him 
under the rules, 


Before I go on to other items, I 
want to lay a foundation. 


Chief Counsel Strives 
for Fair Result 

What is the Chief Counsel trying to 
do in every matter? 

He is trying to get a result fair in 
three ways: a result fair to the partic- 
ular taxpayer, if at all possible; a result 
fair to all the taxpayers—which is 
another way of saying that the result 
is fair to the government; and a work- 
able rule that can be handled adminis- 
tratively, and that will minimize 
disputes and litigation. 

You may think that it is rather 
idealistic to talk about the importance 
of a fair result. Perhaps it is, but it is 
also very practical. Almost every tax 
decision affects some taxpayers one 
way and others another way. A simple 
illustration: A decision on the taxa- 
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bility of a husband, on an alimony 
question, has the opposite effect on 
the wife. Another example: If a coal- 
mine lessee or contractor gets per- 
centage depletion, the lessor or owner 
does not. When I speak of a fair re- 
sult, I mean, of course, a result that 
is fair to all concerned on all the facts 
of the case. 


Another reason for insistence on 
the fair rule is that the Chief Counsel 
and the Service are in business over 
the long haul. Whether or not the 
Service wins a particular case is not 
really important. It is important that 
there be a rule fair to the government 
and to all the taxpayers—a rule that 
the Service can live with. 


Taxpayers and their representatives 
must realize that the Service is seldom 
naive. The first Commissioner was 
appointed nearly 100 years ago; the 
first solicitor was apppointed only two 
years later. Since the Commissioner 
and the Chief Counsel have been in 
business nearly a century and each 
year they now deal with some 90 mil- 
lion taxpayers, the story which seems 
new and fresh to the taxpayer, and 
perhaps to you, is probably an old 
story to the people of the Service. 


\lso, while the agent or conferee or 
lawyer with whom you deal may be 
young, he is a real specialist, and he 
is very thoroughly trained and super- 
vised. He handles as many cases in a 
month as you do in a year or two, or 
perhaps more. He and the others who 
work on your file really work it thor- 
oughly. They know every item in that 
file before they talk to you, and you 
should know your case as thoroughly. 


While the Chief Counsel desires to 
reach a fair result and to be fair to the 
particular taxpayer, he has to rely on 
the taxpayer’s representative to so 
develop and present the taxpayer’s 
case as to support a decision in his 
favor if that result can be reached 
within the law. Without such help 
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from the taxpayer’s representative, it 
is much more difficult for the Chief 
Counsel to achieve the ideal result. 
The other side of the matter is usually 
well developed by the time a case 
reaches the Chief Counsel, and what is 
too often missing is an equally skillful 
and equally thorough development and 
presentation of the taxpayer’s case. 


Have Facts First, 
Then Tax Theories 


The fourth item on my list, then, is 
that the Chief Counsel expects that 
every taxpayer’s representative will 
develop all the facts of the case and 
make the record complete. 

The taxpayer’s problem is to convince 
the Service, at the lowest possible level, 
that all the facts are in and that the 
facts support the taxpayer. While that 
is the taxpayer’s basic problem in 
every case, it is surprising how many 
tax practitioners start off on the wrong 
foot by talking tax technicalities. It 
is not at all unusual for a practitioner 
to be so enthused and enthralled by 
his theory of the law that it is almost 
impossible to get him to look at the 
facts of his case and its procedural 
situation. While I was Chief Counsel 
I saw this happen—even in very seri- 
ous criminal matters. 


These argumentative practitioners 
have some mighty farfetched theories, 
and they waste a lot of time by argu- 
ing their theories at the wrong time, 
which irritates Service people and 
seriously prejudices the rights of their 
clients. 

I am not saying that new legal 
theories should not be urged. Cer- 
tainly, they should—but the facts 
come first. 


The very first question always is: 
Are these all of the material facts? 
The next is: What is the procedural 
situation? Only when these two have 
been satisfied is it time to show how 
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the facts make a statutory or other 
rule applicable or not applicable and 
to show how the rule should be con- 
strued in the light of the facts. What 
I am talking about applies to all kinds 
of tax matters, at all stages in the 
Service, in the Chief Counsel’s Office, 
and in the courts. 


No lawyer trying a case in court 
would ever leave it to opposing coun- 
sel to make the record for him, but it 
is very common practice in the tax 
field to rely upon the agent to make 
the whole record—to expect the agent 
to write out the taxpayer’s case for 
him and to expect the agent, after a 
long conference, to remember all the 
taxpayer's contentions of fact and of 
law, and to write them into his report 
so that his reviewer will comprehend 
all the fine points. It seems rather 
foolish to expect the agent to do all 
this. 


How often is the agent given a 
written statement of the facts of the 
case, bringing out all the facts and the 
factual theories that favor the tax- 
payer and dealing fairly with those 
that are adverse to the taxpayer? 
How often is the agent given a brief 
of legal contentions? If the agent 
isn’t given that much help, is it given 
to the appellate conferee? 


It should never be forgotten that 
every tax case is always settled on the 
record whether in the Service or in 
Chief Counsel’s Office or by a court. 
If that record doesn’t clearly reveal 
all the facts—especially the facts neces- 
sary to support a result in favor of the 
taxpayer—how can the Commissioner 
or the Chief Counsel or the court be 
blamed for not deciding in favor of the 
taxpayer? 


You wouldn't believe many 
files and how many court decisions 
came up to the Chief Counsel, during 
my time, where it was pitifully clear 
that the taxpayer’s representative simply 


how 
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did not make a good record and where 
it was clear that the facts must surely 
exist to support a decision in favor of 
the taxpayer but they were not in the 
record. Sometimes, when it was not 
too late, we could send the file back 
to the field to get the missing facts. 
However, that was not always possi- 
ble. It should never be forgotten that 
the Service has never had, and it never 
will have, enough people to make sure 
that all of the facts disclosed to an 
examining agent ate written into the 
record. 

“all the facts of a 
case,” I mean just that—not the bar- 
est minimum, but all of the facts—the 
whole picture, even the personal and 
dramatic irrelevancies that so often 
explain why things were done. Sucha 
background may well reveal that 
what was done had a compelling human 
or business reason, and was not merely 


When I mention 


a tax gimmick. 

An old agent, who for years had 
watched the court decisions in the 
cases from his district, said that in 
most cases the facts developed in 
court are so different that you would 
hardly recognize a case as the same 
case the agents had worked on. This 
old agent then remarked that if the 
agents had had all the facts, as the 
court had them, the agents would 
have reached the same result in most 
cases. 

Wasn't it Chief Justice Hughes who 
said that if he could write the findings 
of fact, he didn’t care who wrote the 
opinion? Another way of saying it 
is that the facts determine which rule 
of law applies. If the Service doesn’t 
have all the facts, how can it determine 


2 


which rule of law applies: 


Procedures for Getting Facts 
into Record 


The fourth item on my list went to 
the importance of getting all the facts 
into the record. Four procedures that 
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are not often mentioned should be dis- 
cussed. In each of them, the fourth 
item is particularly important. Also, 
these are areas where the interests of 
the taxpayer are frequently 
neglected, 


too 


(1) When an agent or conferee hits 
a difficult problem, he may send ina 
request for technical advice. If it is 
approved by the district director, this 
request goes in to the Commissioner's 
Technical Organization. With or 
without the help of the Chief Counsel, 
the Commissioner replies to the re- 
quest. That reply, of course, is no 
better than the facts in the file. If the 
facts are not complete or not properly 
presented, they cannot be fully under- 
the Tax 
Rulings and by the lawyers in Interpre- 
tative, and the Commissioner’s reply 
can not be based on the true facts of the 
When that is true, 
the result is not fair to the taxpayer. 


stood by technicians in 


taxpayer's case. 


When a request for technical advice 
is sent to Washington, a letter goes 
to the taxpayer or to his representa- 
tive, advising that the request is go- 
ing in. At that point you can file a 
statement of facts and a brief of the 
law. More than that, in most cases 
you can have a conference in Wash- 
ington before a decision is made against 


the taxpayer.’ 


‘Mim. 6293, 1948-2 CB 59; Rev. Rul. 
54-172, Sec. 8.02, 1954-1 CB 394, at p. 400; 
and Rev. Rul. 54-164, Sec. 6.02, 1954-1 CB 
88, at p. 92. 

*Revenue Procedure 58-14, 1958-2 CB 
1125. 

Speaking at the 1959 University of Chi- 
cago Law School Federal Tax Conference, 
Commissioner Dana Latham discussed vari- 
ous methods employed by the Service to 
achieve the objective of uniformity of in- 
terpretation: on a national said 
that the procedure discussed above is, in 
effect, a certiorari procedure and that, under it: 

“If the district declines the tax- 
payer’s request, the district is required to 
send the request, together with a statement 
of its reasons for declination, to Washington 
On its own motion, the national 


basis. He 


ottice 


for review. 
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(2) During the course of an exami- 
nation or of an informal conference, 
you can ask that an issue be referred 
to Washington for technical advice 
on either of two grounds—that a lack 
of uniformity exists as to the disposi- 
tion of that issue or that the issue is so 
unusual or complex as to warrant con- 
sideration by a national office specialist. 

If the agent or conferee does not 
agree, he must advise you that you 
may within a specified time submit a 
statement of the facts, law and argu- 
ment with respect to the issue, and 
the reasons why the issue should be 
submitted to Washington. 

The chief of the Audit Division de- 
cides whether to grant the request. 
If he refuses, he informs you in writ- 
ing and sends the file to Washington 
for review.” 

(3) Although there is no published 
procedure to this effect, a taxpayer can 
always write to the Commissioner or 
the Chief Counsel about a lack of 
uniformity. If it is not inclined to 
agree with the taxpayer, the Wash- 
ington office will usually grant a hear- 
ing on the question of uniformity only, 
and not on the merits of the particular 
case, unless the district director sends 
the case in. This practice or custom 
is under the general procedure of the 
national office to look into all allega- 
tions of nonuniformity. To say it an- 





office may take jurisdiction. That this sys- 
tem seems to be working is evident by the 
fact that during a recent six-month period 
less than ten such taxpayers’ requests, out 
of more than 500 made, were declined by 
the field. 

“In mentioning this procedure, however, 
I want to emphasize that judgment must be 
exercised by practitioners in making such 
requests. The purpose of the procedure is 
to insure uniform administration of the tax 
law. It does not contemplate that Wash- 
ington shall be asked to intervene in cases 
that can and should be handled via regular 
audit and appellate channels. Failure to 
recognize this basic distinction could well 
result in such a flood of requests as to force 
us to abandon this procedure.” 37 TAxes 
1061, 1066-1067 (December, 1959). 
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other way, Washington looks into all 
complaints. 


(4) A procedure in which the Chief 
Counsel expects more work from you 
is in regard to the joint committee 
case, the refund over $100,000. What 
usually delays these cases is an in- 
adequate record—one which does not 
contain all the facts necessary to sup- 
port the refund. 


It is necessary to recognize the dif- 
ference between an ordinary audit 
and a joint committee case. The rules 
really are different: In an ordinary 
audit, the agent’s notes need only be 
sufficient to satisfy his reviewer. The 
agent is really the one to be satisfied, 
and his reviewer will usually accept 
the agent’s memo that he saw a paper, 
for example, and accepted it as estab- 
lishing some fact. But for a refund 
over $100,000, the agent’s notation 
may well not be, and often is not, 
enough to satisfy the staff of the joint 
committee. The practitioner would 
prevent much delay if he would dis- 
cuss with the agent, and supply at the 
agent’s level, the support the case 
needs—for example, conformed copies 
of documents and corporate minutes, 
affidavits on oral statements made to 
the agent, and accounting statements 
on material transactions. If that is 
carefully done, the case should progress 
much faster through all the offices, 
and the client should get his money 
much more quickly. 


In each of these procedural oppor- 
tunities, and at every other possible 
opportunity, a statement of facts and 
a brief should be filed and a hearing 
should be sought. This statement of 
facts should be complete in every re- 
spect, with conformed copies of papers, 
affidavits and everything else going 
to support the taxpayer's position. If 
there are documents, the statement 
should contain an analysis of each 
document, pointing out the provisions 
material to the solution of the prob- 


What Chief Counsel Expects 


lem. The brief should be of the 
quality that would be filed in an ap- 
pellate court. It should discuss the 
facts in the light of the law. If you 
know the agent’s position, discuss 
that, and try to demonstrate its errors, 
as you would in an appellate brief. 


Your brief should pinpoint the ma- 
terial facts on which the decision 
turns. Also, you should pinpoint the 
legal question, the issue to be solved. 
You should identify what is unusual 
and troublesome about the taxpayer's 
situation. 


If you file your facts and brief with 
the agent, ask him to send them in 
with his report. He should—but just 
in case he does not, you file another 
statement of facts and another brief 
by letter to the district director. You 
do it again at the next level, and the 
next. As you learn more about your 
case, you naturally do a better job. 


If, in this way, you see to it that 
your statement of facts and your brief 


are always near the top of the file, 
there is always a chance that as the 


file goes from office to office someone 
will read your products, recognize 
the justice of your contentions, and 
decide in favor of your client. 


It is to be remembered, when you 
are working on your brief, that many 
federal tax problems turn on state 
This is true much more often 

When 
need to 
The 


law. 
than is generally realized. 
state material, you 
make a thorough presentation. 
Service people need to be convinced 
that your idea of the state law is cor- 
rect, so you may have quite a problem. 


law is 


There is another reason why it pays 
to get in a complete, documented 
statement of facts, and get it in early: 
If your case goes to litigation in the 
Tax Court or in the federal 
there is always the question: What 
can be stipulated ? 


courts, 
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Government lawyers go by the record 
in the file, and generally are not too 
happy about agreeing to a matter 
which was not presented to the agent 
and which the agent had no chance 
to check. Even if a matter was pre- 
sented to the agent, his notes in the 
file may not be sufficient to tell the 
government lawyer that the matter 
was presented to the agent in the 
same detail as what you want to 
stipulate. 

If, however, you have filed with the 
agent a complete statement of facts, 
with copies of the documents, there 
can be no question whether your 
matter was before the agent in the 
same detail which you now want to 
stipulate. 


Help Internal Revenue Service 
to Help Client 


When I have talked about the im- 
portance of filing a good brief, and of 
filing it early, I have been asked: How 
does a practitioner know what issues 
the Service and Chief Counsel will 
have trouble with? Isn’t it better to 
wait and let them ask, if they want 
help? 

One answer to that is Revenue Pro- 
cedure 59-22, which requires briefs on 
requests for rulings. Another answer 
is the fact that you would not dream 
of taking that attitude about a matter 
in the courts. It is the lawyer’s job 
to analyze his facts and to argue the 
law applicable to the facts. 


The best reason, of course, is the 
You should 


interest of your client. 


do all you can to help the Service 
reach a decision in favor of your 
client, and reach that decision at the 


earliest possible date. 

I have been talking about what the 
Chief Counsel expects. The Chief 
Counsel, of course, looks toward a 
fair result on all the facts. The Chief 
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Counsel is interested not only in the 
individual case, but in the fair result 
generally. For both those purposes, 
the Chief Counsel wants all the facts 
and wants them in early, so the case 
can be disposed of properly and as 
quickly as possible. 


Having All Facts Early 
Results in Fair, Quick Decision 

3ut you have a different prob- 
lem. You have a client who does 
not care about a fair result and a fair 
rule for other taxpayers. Your client 
has only one thought. He wants you 
to win his case. You have to decide, 
in every matter, what facts to give, 
and when. But you should always 
have a very sound reason, essential to 
the protection of your client’s interest 
and not due to mere inertia, for not 
getting all the facts in the record as 
early as you can. 


What I should have been saying, 
all through this article, is this: The 
technicians of the Service and the 
Chief Counsel’s lawyers may know 
more tax law than you do—although 
that is not always true—and may 
have more experience than you have 

and that is not always true—but no 
one in the world knows more about 
the facts of your case than you do— 
that is, more than you should know. 
Whether you are in court or in an 
office of the Service or of the Chief 
Counsel, no legal argument can have 
the effect of a crystal-clear statement 
of the facts. 

It all boils down to this: No matter 
what kind of a tax matter it is, do 
your homework, and do it early. 


The Chief Counsel expects and hopes 
that every tax practitioner will do a 
better job of representing his client, 
and will thus make it easier for the 
service to reach an early decision in 
favor of his client, the taxpayer. 


[The End] 
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Nonrestricted Stock Options 
and the New Regulations 


By HARLAN POMEROY 


Regulations under the 1939 Code did not deal with unrestricted stock 

options. Thus, the regulations discussed here represent a 

pioneering effort in the fields of these options and of options covering other 
property as well. Mr. Pomeroy, formerly a trial attorney and special assistant 
to the Attorney General, Tax Division, Department of Justice, 

is presently with the law firm of Baker, Hostetler & Patterson, Cleveland. 


7. of nonrestricted stock options as a means of deferring com- 
pensation to executive employees may be expected to receive 
increased attention and interest in light of the recently issued 
final regulations covering nonrestricted options. This is so because 
the regulations, to a limited extent, liberalize the rules to be applied 
in determining when an employee receives compensation from the 
exercise of a nonrestricted option. For example, where the option 
property is subject to a restriction having a significant effect on its 
value, the realization of taxable compensation from exercise of the 
option may be postponed until disposition of the option property or 
lapse of the restriction. Thus, taxable compensation may be deferred 
until an employee’s retirement by a restriction in the option contract 
substantially limiting his right to sell the option stock while he con- 
tinues in the employ of the employer granting the option. And the 
employee, for a small investment, may receive immediate benefit from 
the stock by using it as collateral for a loan to the extent that the 
restriction does not impair its value. 

Nonrestricted stock options may be preferred to restricted options 
because of the numerous restrictions and conditions on the latter, such 
as the requirement that the option price be at least 85 per cent of the 
value of the option price when the option is granted. In the case of 
nonrestricted options, however, the employer and employee are virtu- 
ally free (subject to applicable corporate law) to negotiate their own 
terms, including the amount of the option price. Of course, sight 
should not be lost of the twin advantages which may be obtained by 
use of restricted stock options under certain conditions. These are 
deferral of tax to the date of sale of the option stock and capital gain 
treatment of the proceeds. 

Now that the way has been cleared for the Commissioner of 
Internal Revenue to treat employee stock options as compensatory 
despite the grant of a proprietary interest,’ the main problems remaining 
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in this area are when the option or the 
property acquired under it generates 
income and how this income is to be 
measured. 


Generally, when a person purchases 
stock, any gain or income on the 
transaction is recognized and meas- 
ured when he sells or exchanges the 
stock, and, generally, the gain is treated 
as capital gain. This rule is inappli- 
cable, however, to unrestricted em- 
ployee options because such 
options normally grant a right to 
purchase stock at a discount, and the 
transfer of property by an employer 
to an employee at a discount gener- 
ally gives rise to compensation to the 
employee, at the time of the transfer, 
to the extent of the -discount.? 


stock 


Congress, for policy reasons, has 
chosen to remove certain employee 
that is, restricted stock 
from the operation of the rule 
taxing the amount of the employer- 
furnished bargain to the employee in 
the year in which it is furnished. As to 


stock options 


options 


this limited class of stock options, it 
treats them, and their exercise—with 
certain exceptions and limitations not 
here pertinent—just like the purchase 


We 


of stock by any nonemployee.* 


are here concerned, however, not with 


restricted stock options but with un- 
restricted stock options, the subject of 
the recently adopted regulations. 


3efore passing to a discussion of 
these new regulations, it is interest- 
ing to note that the regulations un- 
der the 1939 Code dealing with stock 
options * were confined to restricted 
stock options, and contained no pro- 
vision dealing with unrestricted op- 
tions. The new regulations, therefore, 
represent a pioneering effort in the 
fields of unrestricted stock options 
and options covering other property 
as well. 

Section 421 of the Code, although 
entitled “Employee Stock Options,” 
relates and is confined to restricted 
stock options; yet Section 1.421-6 of 
the regulations, which is the subject 
of this discussion, relates, as is ap- 
parent from its title, to “Options to 
which Section 421 Does Not Apply.” 
In fact, Section 1.421-6 of the regu- 
lations deals with options,°® other than 
restricted stock options,® granted for 
any reason connected with the em- 
ployee’s employment‘ “to purchase 
stock of the employer or other prop- 
erty.” If the option is granted for any 
reason connected with the employee’s 
employment, this section of the regu- 





“See Reg. Sec. 1.61-2(d)(2). This is true 
a gift can be established. See, for 
example, Peacock v. Commissioner, 58-2 ust 
{ 9603, 256 F. 2d 160 (CA-5), and compare 
Dean v. Commissioner, 51-1 ustc § 9237, 187 
F, 2d 1019 (CA-3). See also Commissioner 
v. LoBue, cited at footnote 1, at pp. 246-247. 
In Norman G. Nicolson, CCH Dec. 17,268, 
13 TC 690 (1949), an employee who was 
given a right to subscribe to the employer’s 
stock at a bargain price was held not to 
taxable upon 
right because the bargain was not granted 


unless 


have income exercise of the 


to secure the employee’s continued employ- 
ment or to compensate him. 

* Sec. 421. 

‘Regs. 118, Sec. 39.130A-1 through 5. 

*Included in the term “option” is “the 
right or privilege of an individual to pur- 
chase property from: any person by virtue 
of an offer continuing for a stated period 
of time, whether or not irrevocable, to sell 
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such property at a stated price, such indi- 
vidual being under no obligation to pur- 
chase.” (Reg. Sec. 1.421-6(b)(1).) The final 
regulations helpfully define pertinent terms. 
See also footnote 7. No such definitions 
appeared in the proposed regulations. 

* Sec. 1.421-6 of the regulations applies (1) 
where the option is not a restricted stock option 
when it is granted, (2) where an option is 
modified so that it no longer qualifies as a re- 
stricted stock option or (3) where there is a 
disqualifying disposition of stock acquired by 
exercise of a restricted stock option. (Reg. 
Sec. 1.421-6(a)(1).) 

‘Included in the term “employee” is 
“any person who performs services for 
compensation.” The term “employment” 
includes the performance of such services 
and “employer” includes the person for 
whom such services are performed. (Reg. 
Sec. 1.421-6(b)(2).) 
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lations applies. It applies equally to 
options granted by the employer, its 
parent or subsidiary ; by a stockholder 
of any such corporation; or by any 
other person. 


The option need not be granted to 
the employee, but may be granted to 
a member of his family or to any 
other person.® Likewise, this section 
of the regulations applies whether the 
subject of the option is stock of the 
employer or its parent, subsidiary or 
any other corporation. It applies as 
well to options covering property 
other than stock. 

This section of the regulations is 
generally applicable to options granted 
after February 25, 1945. However, in 
two instances it is not applicable to 
property transferred pursuant to an 
option. The first instance is where 
the option was exercised before Sep- 
tember 25, 1959, and the property 
transferred was subject to a restric- 
tion having a significant effect on its 
value. The second instance where 
this section of the regulations is in- 
applicable is where the option was 
granted before, but exercised on 
or after, September 25, 1959, and, 
under the terms of the contract grant- 
ing the option, the property to be 
transferred is to be subject to a re- 
striction having a significant effect 
on its value provided that the prop- 
erty is actually transferred subject to 
the restriction.® 


Time and Amount 

of Taxable Compensation—Rules 
Under the regulations as originally 

proposed,’® the employee did not real- 


ize compensation before the option 
was transferred or the option prop- 
erty itself was transferred upon exer- 
cise of the option, depending upon 
the circumstances. However, under the 
regulations as finally approved," the 
employee may realize compensation 
at an earlier date, that is, before the 
option property is transferred. This 
date may be as early as when the 
option is exercised. As will be seen, 
there is in this respect a conceptual 
distinction between the tentative regu- 
lations and the final regulations. Un- 
der the former, it was traffic in the 
option or receipt of property under 
the option’s exercise which generated 
taxable income to the employee. Un- 
der the final regulations, in contrast, 
the very exercise of the option itself, 
without more, may generate income 
where the option carries an uncon- 
ditional right to receive the option 
property, and the value of such prop- 
erty is not significantly affected by 
restrictions. 

There is also another, and perhaps 
more important, difference between the 
proposed regulations and the final regu- 
lations. This is in regard to the meas- 
ure of the employee’s compensation 
where the option is exercised but the 
property received under the option is 
subject to a restriction having a sig- 
nificant effect on its value. As has 
been pointed out above, this may defer 
the realization of taxable compensa- 
tion, because income is not realized 
until the restriction lapses or the 
property is disposed of in an arm’s- 
length transaction. The amount of 
compensation is then limited to the 





*See Joseph Kane, CCH Dec. 21,592, 25 
TC 1112, aff'd per curiam, 57-1 ustc § 9228, 
238 F. 2d 624 (CA-2, 1956), cert. den., 353 
U. S. 931, where the option was granted to 
the employee’s wife by a shareholder of the 
employer corporation. 

* This section is applicable, however, to 
a sale or other disposition of an unexercised 
option granted after February 25, 1945, and 
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before September 25, 1959. The proposed 
regulations were simply to be effective for 
taxable years beginning after December 31, 
1953, and ending after August 16, 1954. 

*T. D. 6276, published November 10, 
1956 (21 Federal Register 8774). 

*T. D. 6416, approved September 22, 
1959. 
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smaller of the gain measured as of 
the time when the stock was acquired 
as though it were not subject to the 
restriction and the gain measured when 
the restriction lapses (or the property 
is exchanged at arm’s length). 

If Section 1.421-6 of the regulations 
as finally adopted applies to the op- 
tion, the employee in connection with 
whose employment the option is granted 
realizes taxable compensation in ac- 
cordance with the following rules: 

(1) If the option is exercised by 
the grantee of the option— 


(a) When the grantee acquires an 
unconditional right to receive the op- 
tion property, provided the property is 
not then subject to a restriction having 
a significant effect on its value, meas- 
ured by the difference between the 
amount payable for the property and 
its fair market value when the right 
to receive the property is acquired. 


(b) When the restriction lapses or, 
if earlier, when the property is sold 
or exchanged in an arm’s-length trans- 
action,’® where the option property is 
subject to a restriction having a sig- 


the grantee acquires an unconditional 
right to receive the option property,’® 
measured by the difference between 
the amount paid for the property and 
the lesser of its fair market value (dis- 
regarding the restriction) when ac- 
quired or its fair market value when 
the restriction lapses or (if applica- 
ble) the consideration received upon 
the sale or exchange." 


(2) If the option is not exercised 
but is transferred by the grantee of 
the option— 


(a) When properly includable in 
the employee’s income under his method 
of accounting if the option is trans- 
ferred in an arm’s-length transaction, 
measured by the gain resulting from 
the option’s transfer.”® 


(b) In part, when properly includa- 
ble in the employee’s income under 
his method of accounting if the option 
is transferred in a transaction which 
is not at arm’s length ** and, in part, 
when realized under the preceding 
rules, that is, (if the option is exer- 
cised) when the grantee acquires an 
unconditional right to receive the 
property or (if the property is subject 





nificant effect on its value at the time 


“If the property is sold or exchanged in 
a transaction which is not at arm’s length 
and the restriction having a significant effect 
on the property’s value has not then lapsed, 
any gain realized by the employee on such 
sale or exchange is taxed to him then but 


reduces the taxable gain upon the later 
lapse of the restriction or upon the sale or 
exchange of the property at arm’s length. 

* Robert Lehman, CCH Dec. 18,576, 17 
TC 652, 654 (1951), acq., 1952-1 CB 3, is to 
the contrary in holding that there is no taxable 
income when restrictions preventing the 
stock from having an ascertainable fair 
market value have terminated: ‘“Termina- 
tion of the restrictions was not a taxable 
event such as the receipt of compensation 
for services or the disposition of property.” 
But see Commissioner v. Ogsbury Estate, 58-2 
ustc { 9737, 258 F. 2d 294, 296-297 (CA-2). 

“Under the regulations, the 
measure was the difference between the 
amount paid for the property and its fair 
market value when full ownership was ac- 
quired. The rule under the final regula- 
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tions is thus more liberal to the taxpayer 
and appears to be a compromise in recogni- 
tion of Robert Lehman, cited at footnote 13, 
and the statement there that the value when 
the restrictions terminate “might be out of 
all proportion to the compensation involved 
in the original acquisition of the shares.” 
See also the partially concurring and par- 
tially dissenting opinion of Mr. Justice 
Harlan in Commissioner v. LoBue, cited at 
footnote 1, at p. 251. For a case holding 
that compensation is limited to the difference 
between option price and value of stock, 
subject to substantial restriction, on the 
date the option is exercised, see Phil Kalech, 
CCH Dec. 20,818, 23 TC 672, 679 (1955), 
acq., 1955-2 CB 7. 

* Accord: Charles E. Sorensen, CCH Dec. 
20,340, 22 TC 321 (1954). 

*For purposes of this rule, if a person 
other than the employee dies holding an 
unexercised option and while the employee 
is living, the transfer resulting from that 
person’s death is not considered to have 
been at arm’s length. 
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to restriction having significant effect 
value) when the restriction 
lapses or the property is sold at arm’s 
length or (if the option later is trans- 
ferred in an arm’s-length transac- 
tion) when properly includable under 
the employee’s method of accounting, 
measured, as to the amount realized 
when the grantee transfers the op- 
tion (not at arm’s length), by the gain 
resulting from the option’s transfer 
and measured, as to the additional 
amount later realized, under which- 
ever of the foregoing rules is ap- 
plicable, but reduced by any amount 
previously includable in income as a 
result of the option’s transfer not at 
arm’s length."” 


on its 


(3) If the option is in part exer- 
cised by the grantee and in part 
transferred, this is treated under the 
foregoing rules as if there were two 
options—one exercised and the other 
transferred. 


Application of Rules 

For purposes of applying these 
rules, the regulations expand on the 
meaning of the phrase “unconditional 
right to receive the property.” Such 
a right exists when the grantee’s right 
to receive the option property is not 
subject to any conditions other than 
conditions ** that may be performed 
by the grantee of the option at any 


™ See Robert C. Enos, CCH Dec. 23,214, 31 
TC 100 (1958). The final regulations, unlike 
the proposed regulations, provide for the 
situation where, following a transfer of the 
option which is not at arm’s length, there is 
a transfer of the option at arm’s length. 

* This provision appears to recognize 
the rule established by Philip J. LoBue, CCH 
Dec. 22,600, 28 TC 1317 (1957), aff’d per 
curiam, 58-2 ustc § 9678, 256 F. 2d 735 
(CA-3) nonacq., 1958-2 CB 9, and Estate of 
James S. Ogsbury, CCH Dec. 22,339, 28 TC 
93 (1957), aff’d, 58-2 ustc § 9737, 258 F. 2d 
294 (CA-2) and to minimize the trouble- 
some question of when the option is exer- 
See also Commissioner v. Smith, 45-1 

S. 695 (opinion on reh’g). 


cised. 
USTC 
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time (for example, payment of option 
price). No such right exists where 
the option prevents the grantee from 
making immediate payment or from 
receiving immediate transfer of the 
property upon payment. 

The regulations give some insight 
into when property is considered to 
be “subject to a restriction having a 
significant effect on its value” for pur- 
poses of the rules outlined above.® 
Thus, such a restriction exists where, 
under the terms of the option, the 
employee-grantee must resell the stock 
which is the subject of the option to 
his corporate employer at the option 
price if his employment terminates, 
for any reason but death, within two 
years after he acquires the stock.?® 
However, a restriction giving the em- 
ployer a right of first refusal at the fair 
market value of the option stock when 
and if the employee wishes to dispose 
of it is not a restriction having a 
significant effect on its value.** But if 
the right of first refusal is at book 
value rather than at market value, the 
restriction has a significant effect on 
its value.2* This apparently is true 
even though book value is approxi- 
mately the same as market value. 

The regulations, in purporting to 
articulate the time and amount of 
compensation attributable to the grant 
of a nonrestricted option, would seem, 


* This point was not covered in the pro- 


posed regulations. The final regulations, 
which speak in terms of restrictions having 
a “significant effect” on value arg to be 
compared with the proposed regulations 
and their “substantial effect” test, and cases 
such as Harold H. Kuchman, CCH Dec. 
18,934, 18 TC 154, 163 (1952), acq., 1952-2 
CB 2, in which the test is whether the stock 
has an “ascertainable fair market value” in 
the hands of the holder. 

*” Reg. Sec. 1.421-6(c) (2) (ii), Example (1). 

* Reg. Sec. 1.421-6(c)(2) (ii), Example (3). 

™ Reg. 1.421-6(c)(2)(ii), Example 
(4). But see Phil Kalech, cited at footnote 
14. 


Sec. 
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at least by implication, to reject the 
position that an employee may have 
compensation when the option is 
granted. Where options are freely 
transferable and have a value in ex- 
cess of their cost to the employee, 
the employee has sought to limit his 
taxable compensation to the value of 
the option itself at the time of the 
grant. In this he has been successful 
in at least two instances, thereby 
limiting the ordinary-income element 
of his gain to something less than 
the gain when the option is exercised *° 
(McNamara v. Commissioner, 54-1 
ustc 99255, 210 F. 2d 505 (CA-7); 
Commissioner v. Lauson Stone Estate, 
54-1 ustc {9209, 210 F. 2d 33 
(CA-3)). See and compare Commis- 
sioner v. LoBue, cited above, at page 
249, and especially the opinion of 
Mr. Justice Harlan, concurring in 
part and dissenting in part. See also 
Commissioner v. James S. Ogsbury 
Estate, 58-2 ustc § 9737, 258 F. 2d 
294 (CA-2), and Commissioner  v. 
Smith, 45-1 ustc § 9187, 324 U. S. 
177, petition for reh’g den., 45-1 ustc 
7 9253, 324 U. S. 695. 


While the new regulations are 
grounded on the premise that nonre- 
stricted options should not be more 
favorably treated than are restricted 
options, there may be serious ques- 
tion as to the legal correctness of the 
Commissioner’s position. This is un- 
derscored by the provision in another 
section of the regulations that “‘if 
property is transferred by an em- 
ployer to an employee for an amount 
than value, re- 


gardless of whether the transfer is in 


less its fair market 
the form of a sale or exchange, the 
difference between the amount paid 
for the property and the amount of 
its fair market value at the time of the 
transfer is compensation and shall be in- 


cluded in the gross income of the em- 
ployee.” (Regulations Section 1.61-2 
(d)(2).) 


Thus, it might be argued that the 
grant of the option in itself gives rise 
to taxable compensation. However, it 
should be noted that, under Section 
1.61-2(d)(2) of the regulations, this 
general rule is expressly made appli- 
cable “except as otherwise provided 
in Section 421 and the regulations 
thereunder.” Thus, an exception to 
the general rule of taxing the transfer 
of property to or for the benefit of an 
employee is made by the regulations 
in the case of all options, While it 
may be difficult to justify logically, 
the different treatment authorized by 
the regulations for options in the case 
of nonstatutory options—that is, non- 
restricted options—by removing them 
from the general rule of Section 61, 
justification may be grounded on an 
evident Congressional purpose to favor 
only restricted stock options and the 
frustration of this purpose which 
would follow from according certain 
nonstatutory options more favorable 
treatment. The position that the 
grant of the option does not in itself 
generate taxable compensation, in 
light of prior administrative practice 
and the statutory provisions relating 
to restricted stock options, finds some 
support in the language of the Court 
in Commissioner v. LoBue, cited above. 


If the employee dies before realiz- 
ing the compensation as outlined above, 
income, treated as compensation, is 
realized by the person transferring or 
exercising the option or receiving the 
property subject to a restriction hav- 
ing a significant effect on the prop- 
erty’s value. Such income is realized 
and in an amount deter- 
mined under the rules outlined above. 
[If an option is granted to an employee 


at a time 





* For a case where the employee unsuc- 


cessfully argued that his income should 
be measured by the value of the option 
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when it was authorized, see John C. Wahl, 
CCH Dec. 19,405, 19 TC 651 (1953). 
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and he dies before transferring or ex- 
ercising it, the option is treated as a 
right to receive income in respect of a 
decedent.** If, upon the employee’s 
death, a restriction having a significant 
effect on the option property’s value 
lapses, and this causes the employee 
to realize compensation under the 
rules outlined above, this compensa- 
tion is includable in the employee's 
income for the year ending with his 
death, and not for the succeeding 
year.” 


Basis 

If the grantee of the option exer- 
cises it, his basis*® for the option 
property is increased by any amount 
includable in the income of the em- 
ployee in connection with whose em- 
ployment the granted.” 
Upon a subsequent transfer of the 
property by the grantee to a person 
whose basis is the same as the grantee’s, 
the basis of the transferee also is to 
In neither case 
the 


option is 


reflect such increase. 
shall such increase be made if 
property is transferred at death by 
either the grantee or his transferee.** 

If the option is transferred, but not 
arm’s-length transaction, the 
transferee who exercises the option 
increases for the option 
property by the amount includable in 


in an 


his basis 
the employee's gross income when the 
transferee acquires the property. In 
the case of an arm’s-length transfer, 





see Sec. 691 for rules applicable to 
income in respect of a decedent. Where 
the employee dies before transferring or 
exercising the option and the option is 
thereafter transferred, the greater of the 
amount received for the transfer of the 
option or the fair market value of the 
property when it is transferred is income 
realized when the transfer occurs. Such 
a transfer is treated as one at arm’s length, 
for purposes of determining the time and 
amount of income (Reg. Sec. 1.421-6(c) 
(5)). In terms of clarity, this provision of 
the final regulations is an improvement 
over the proposed regulations. 
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however, no such increase is made to 
the basis of the option property. 


Employer's Deduction 


The employer of the employee in 
connection with whose employment 
the option is granted obtains a deduc- 
tion,?® under Section 162, for the year 
and in the amount that the employee 
is treated as having realized com- 
pensation. Generally, the amount deduc- 
tible is determined by the rules applicable 
to deductible business expenses. 


Since compensation, to be deducti-. 
ble, must be reasonable in amount, 
the full amount of compensation paid 
to the employee for the particular 
year, including compensation received 
from the exercise and transfer of 
stock options from his employer, must 
be reasonable. Again, an exception 
is made in the case of a disqualifying 
disposition of stock acquired by the 
exercise of a restricted stock option. 
In that event, the year of deduction 
(but not the amount) is determined 
under Code Section 421(f) and Sec- 
tion 1.421-5(e) of the regulations. 


Conclusion 

While the regulations covering non- 
restricted options will not answer all 
the questions which are likely to arise, 
they do set forth clearly and with 
some degree of particularity the basic 
rules which will be applied in this 
area. 





* Reg. Sec. 1.421-6(c) (2) (ii), Example (2). 

* Reg. Sec. 1.421-6(d). There is no change 
from the proposed regulations in this para- 
graph of the final regulations, except for 
the redesignation of paragraph numbers. 


* Accord: Phil Kalech, cited at footnote 
14. 

*In that event, the basis is determined 
under Sec. 1014. 

*Reg. Sec. 1.421-6(e). Except for a 
redesignation of the paragraph numbers, 
there is no difference between this para- 
graph and the corresponding provision in 
the proposed regulations. 
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Although some of the rules may be 
questioned in the light of the statu- 
tory provisions and the case law, they 
generally represent a reasonable com- 


because of the favorable treatment ac- 
corded to the exercise of options where 
the option property is subject to re- 
strictions significantly affecting its 


promise of conflicting positions. The 
rules appear to be workable and should 
help in reducing controversy and liti- 
gation in the volatile area of nonre- 
stricted options. Finally, because of 
the setting of definite standards and 


value, there should be increased use 
of nonrestricted options, covering both 
stock and other property, as an addi- 
tional vehicle for providing deferred 


[The End] 


compensation. 


SMOKE GOES UP IN TAXES 


The Internal Revenue Service collected nationally about 
$1.8 billion from the federal excise tax on cigarettes during 
the 1958-1959 fiscal year, according to The Tobacco Institute, 
Inc. This amount is, indeed, strong monetary proof that more 
than half the adult population of the United States make con- 
stant use of the quick, relatively light smoke offered through 
cigarettes. 

Americans, collectively, are the largest consumers of 
tobacco in any part of the world. In the United States the 
total retail sales of tobacco products in 1959 were in the vi- 
cinity of $6.8 billion. For the raw material alone—the yields of 
fine leaf from a half-million farms—manufacturers and foreign 
buyers paid American farmers more than $1 billion. The labor 
of some 3 million people was required to produce the 1.8 


billion pounds of leaf harvested in 1959. 


Now let’s look at the facts for a few states for the fiscal 
year 1958-1959. According to the State Tax Gulp, published 
by Commerce Clearing House, $36,752,500 was collected from 
state cigarette taxes in Illinois. This was about 5 per cent 
of the total revenue collected by the state. The rate of taxa- 
tion was two mills per cigarette. Pennsylvania collected much 
more from state cigarette taxes—a total of $61,849,617. This 
was about 6.9 per cent of the total state revenue, and was 
collected at the rate of three cents per ten cigarettes—three 
mills per cigarette. The sum of $46,525,878 was collected in 
Michigan, which was about 5.8 per cent of the total state 
revenue, and the rate of taxation was three mills per cigarette. 

A smaller amount of revenue was collected from the state 
tax on cigarettes in New Jersey, where the figure for the 
1958-1959 fiscal period was $35,386,840. This was 12.5 per 
cent of the total state revenue, and was received at a rate of 
2.5 mills per cigarette. Indiana’s total cigarette revenue was 
$15,651,868 for the fiscal year in question. This sum was 
about 4 per cent of the total state revenue. The tax rate was 
1% or three mills per cigarette, depending on the weight. 
Kentucky’s cigarette revenue was $9,729,411—about 4.6 per 
cent of the total state revenue—and was obtained by placing 
a three-cent tax on each 20 cigarettes—1™% mills per cigarette. 
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Common Stock 


and the Bail-out Section 
By WILLIAM A. BLACK 


The author cautions that merely insuring (in order to avoid the pitfall 

of Section 306) that dividend stock is not preferred 

is not enough to insure that it will be common. Mr. Black examines 

the problem in light of what he has termed ‘“‘the only available guiding 
principle’’—the statutory purpose. He is a member of the Chicago bar. 


ECTION 306 of the 1954 Code was designed to prevent preferred 

stock bail-outs, and the undesirable consequences of having a stock 
dividend classified as Section 306 stock are well known.’ However, 
common stock is, generally, excluded from this category, and the fol- 
lowing is a brief survey of what little authority is available as to the 
meaning of “common stock” in this section.” 


Since the tax treatment of the preferred stock bail-out type of 
transaction did not depend, prior to the 1954 Code, on whether or not 
the stock involved was common, the term has not acquired a specific 
tax law meaning. The Senate report on the 1954 Code indicated that 
“common stock” was to have the meaning, in Section 306, that it had 
developed as a matter of existing law.* The few cases (none involving 
Section 306) which discuss the nature of common stock indicate that 
it represents the ultimate equity or proprietary interest in a corpo- 
ration, in that it receives the net profit and takes the full risk of loss.* 
Section 306 refers unambiguously to common stock, and it can be 
expected that stock which is common under corporate law will usu- 
ally be treated as common for purposes of Section 306. However, 





*Generally, the proceeds of the sale or redemption of Sec. 306 stock are 
treated as ordinary income, under Sec. 306(a). 

* The term “common stock” is not defined in the Code or regulations, and no 
definition was suggested in the public hearings or Congressional debates. No 
cases have been found which interpret the term as used in this section, and the 
published rulings do not provide a rigorous definition. See Rieser, “Dividends, 
Bail-Outs and Other Corporate Distributions,” 32 Taxes 989, 993 (December, 
1954), and Sec. X500 of the February, 1954 draft of the federal income tax statute 
prepared by the American Law Institute. 

*S. Rept. 1622, 83d Cong., 2d Sess., p. 42 (1954). 

*General Investment Company v. Bethlehem Steel Company, 87 N. J. Eq. 234, 
100 Atl. 347 (1917); Elko Lamoilie Power Company v. Commissioner, 2 ustc § 768, 
50 F. 2d 595 (CA-9, 1931); Storrow v. Texas Consolidated Compress & Mfg. Ass’n, 
87 F. 612 (CA-5, 1898), and Niles v. Ludlow Valve Manufacturing Company, 202 
F. 141 (CA-2, 1913). 


Common Stock and Bail-out Section 





“common stock” has never developed 
a precise meaning under corporate 
law, and it cannot be expected that 
stock will necessarily be “common” 
for purposes of Section 306 simply 
because it is common as a matter of 
corporate law or, as is more likely 
to be the case, because there is no 
authority that it is other than com- 
mon. It is clear by now that courts, 
when interpreting particular provisions 
of the Code, will look to the purpose 
it was designed to achieve and will 
not be bound by the meanings which 
terms have developed through usage 
outside the Code.® 


Although Section 306 was intended 
to prevent the preferred stock bail- 
out, it is, by its terms, not limited 
to “preferred” stock, or to stock re- 
ceived as a dividend, but applies to 
stock other than common which 
received in designated dividends and 
corporate adjustments.® Section 306 
was, in other words, designed to pre- 
vent transactions having the 
effect as a preferred stock bail-out, 


1S 


same 


even though not carried out in ex- 
actly that way. 

Mechanically, the preferred stock 
bail-out the of a 
nontaxable preferred stock dividend 
to a stock- 
sold to an 


involved issuance 


corporation's common 
holders, which was then 
outsider and later 
the corporation.’ 


repurchased by 
An ordinary sale 
of stock does not, by itself, consti- 
tute tax avoidance (even though the 


stock represents an interest in the 
° For instance, in Bazley v. Commissioner, 
47-1 ustc J 9288, 331 U. S. 737, a reorganiza- 
tion, admittedly valid as a matter of corpo- 
rate law, was denied effect for tax purposes 
*Sec. 306(c)(1)(A) excludes dividends of 
common on common, and Sec. 306(c)(1)(B) 
excludes common stock received in desig- 
nated reorganizations and separations. For 
an analysis of the application and effect of 
Sec. 306, see Alexander and Landis, “Bail- 
outs and the Internal Revenue Code 
1954,” 65 Yale Law Journal 909 (1956). 
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May, 


If destruction be our lot, 

we must ourselves be its author 
and finisher. As a nation of free 
men, we must live through 

all time or die by 
suicide.—Abraham Lincoln. 


corporation’s accumulated earnings), 
and the objectionable characteristic 
of the preferred stock bail-out was 
that the owners of a corporation’s 
equity thereby withdrew accumulated 
earnings without substantially dis- 
turbing their interest in the corpo- 
ration.* Congress, in enacting Section 
306, regarded common stock as inap- 
propriate for accomplishing this re- 
sult, and stock which facilitates such 
a sale-without-disturbance, by limit- 
ing the interest the outside purchaser 
acquires in the corporation, will not 
be within the purpose of this exemp- 
tion, even though it be common as a 
matter of corporate law. 


Stock which is preferred (that is, 
which has a claim against earnings 
or assets prior to the claims of other 
stock) thereby gives the holder a pro- 
tection from the risks of the enter- 
prise, and is clearly not common as 
a matter of corporate law.® Although 
preferences as to earnings or assets 
do not, by themselves, limit the inter- 
est of stock in a corporation’s equity, 
and although the distribution of fully 
participating preferred stock to an 
outsider would constitute a greater dis- 
turbance of the original shareholders’ 
equity than would a distribution of 
common, the common-preferred dis- 





Commissioner, 53-2 USTC 
4 9576, 207 F. 2d 462 (CA-6), cert. den., 
347 U. S. 918 (1954). Note, however, that 
Sec. 306 does not require that accumulated 
earnings actually be withdrawn from the 
corporation, since the sale of Sec. 306 stock 
is sufficient to precipitate ordinary income 
treatment, under Sec. 306(a) (1). 

* Harris, “The Status of Preferred Stock 
Bail-Outs,” 34 Taxes 403, 406 (June, 1956). 

* Fletcher, Cyclopedia of Private Corpora- 
tions (1958), Vol. 11, Sec. 5283. 
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"Chamberlin v. 





tinction is well established in corpo- 
rate law, and preferred stock will 
undoubtedly be treated as other than 
common under Section 306.'° 


Preferred stock is often limited as 
to its dividends or its share in assets 
on liquidation, and stock (even though 
in no way preferred) with such limi- 
tations clearly does not represent an 
ultimate equity interest, and so is 
not common as a matter of corpo- 
rate law. Therefore, and because 
such stock facilitates a bail-out by 
reducing the outside purchaser’s in- 
terest in the corporation, it would 
not be treated as common for pur- 
poses of Section 306. 

Whether or not stock must carry 
voting rights, in order to be common 
for purposes of Section 306, is not 
clear. Participation in control would 
seem to be a part of the basic pro- 
prietor’s interest represented by com- 
mon stock, and nonvoting stock has 
been criticized as denying the holder 
his proper voice in corporate affairs." 
However, the Commissioner has ap- 
parently recognized for some time 
that the absence of voting rights will 
not prevent stock from being com- 
mon under Section 112(b)(2) of the 
1939 Code ** (which permits the tax- 





"The fact that the distributed stock may 
not be particularly 
instance, it is not preferred) may 


(because, for 
indicate 
intent but does 
the stock repre- 


salable 


the absence of a bail-out 
not determine the interest 
sents in the corporation, upon which its 
commonness depends. If preferred stock 
were used in a manner not accomplishing a 
bail-out, relief might be available under 
Sec. 306(b) (4). 

™ Berle and Means, The Modern Corpora- 
tion and Private Property (1933), p. 75. 

“This result is now spelled out in the 
regulations under Sec, 1036, which is the 
1954 Code equivalent of Sec. 112(b)(2) of 
the 1939 Code. 

“Young, “Preferred Stock Bail-Outs: 
Statutory Restrictions: Pitfalls and Con- 
tinuing Opportunities under the 1954 Code 
(Section 306),” Proceedings of New York 
University Fifteenth Annual Institute on Fed- 


Common Stock and Bail-out Section 


free exchange of common stock for 
common stock in the same corpora- 
tion), and it might be argued, from 
this practice, that the same result 
should obtain under Section 306." 


Nonvoting common stock is fairly 
widely used, and it was held in Gen- 
eral Investment Company v. Bethle- 
hem Steel Company, cited above, that 
a corporation may properly issue 
stock with all the characteristics of 
common, except that it has no vote. 
This case, however, was not concerned 
with whether or not the classification 
(as common or otherwise) of the 
stock involved was affected by the 
fact that it was nonvoting, and since 
the absence of voting rights is some 
limitation (and possibly an important 
one) on the purchaser’s interest in a 
corporation, this factor, although not 
conclusive, will undoubtedly be con- 
sidered in situations which not 
clear-cut."* 


are 


under which stock is 
callable at the option of the issuing 
corporation are not usual in what is 
generally known as common stock, 
but the few cases on the point go both 
ways as to whether or not such pro- 
visions are consistent with the nature 
of common stock.”* It may be argued, 


Provisions 


eral Taxation (1957), pp. 431, 438; Alexander 
and Landis, work cited at footnote 6, at 
p. 919. 

“Redeemable nonvoting common stock 
was held not to be common stock in Rev. 
Rul. 57-132, 1957-1 CB 115, but the absence 
of voting rights was not given as a reason 
for this result, which turned on the fact 
that the stock was redeemable. 


“In Greene v. E. H. Rollins & Sons, 22 
Del. Ch. 394, 2 A. 2d 249 (1938), provisions 
for the call of common stock were held 
invalid for the reason, among others, that 
they placed the shareholders at the mercy 
of the board. Also see Starring v. American 
Hair & Felt Company, 21 Del. Ch. 380, 191 
A. 887 (1937), aff'd, 21 Del. Ch. 431, 2 A. 
2d 249 (1937). However, similar provisions 
were held not to be inconsistent with the 
nature of common stock in Lewis v. Hood, 


331 Mass. 670, 121 N. E. 2d 850 (1954). 
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We do not quite forgive a 
giver. The hand that feeds is 

in some danger of being 
bitten.—Ralph Waldo Emerson. 


against such consistency, that call 
provisions subject the holder to a 
somewhat greater danger of losing 
his investment than the usual pro- 
prietor faces: A majority of share- 
holders can voluntarily liquidate a 
corporation, but such a move is fairly 
cumbersome and would affect all of 
them, whereas the holder of callable 
stock is liable to the loss of his in- 
vestment without any similar effect 
on the other shareholders. From the 
standpoint of a bail-out, call provisions 
insure the corporation of being able 
to eliminate the outside purchaser’s 
interest, and the Commissioner has 
indicated that they will prevent stock 
from being common within the mean- 
ing of Section 306.** Call provisions 
are sometimes used for the business 
(that is, unrelated to a bail-out) pur- 
pose of keeping control of a corpo- 
ration in the hands of a particular 
group, but the sale of stock to an out- 
sider would negative such an inten- 
tion, if it were advanced in defense 
of call provisions in allegedly com- 
mon stock. 

If stock is redeemable at a fixed 
or determinable price at the option 
of the holder, he is assured of getting 
the redemption price when he with- 
draws his investment. This right is, 
potentially at least, a protection from 





* Rev. Rul. 57-132, 1957-1 CB 115, in- 
volved a recapitalization under which voting 
and nonvoting common stock (the latter 
being redeemable by the corporation at 110 
per cent of book value) was distributed pro 
rata to the holders of a corporation’s out- 
standing common stock in exchange there- 
for, and the issue was whether or not the 
nonvoting common stock was Sec. 306 stock. 
The ruling stated that “such stock, being 
redeemable, is not considered common stock 
for purposes of” Sec. 306(c)(1)(B). 
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the risks of the business which is not 
possessed by an ordinary proprietor, 
who must take what price he can ob- 
tain in the market or on liquidation. 
It could therefore be argued that such 
redemption provisions, which are not 
usual in the case of what is generally 
known as “common stock,” would 
prevent stock from being common as 
a matter of corporate law, although 
no authortiy on the point has been 
found. The fact that stock is redeem- 
able by the holder does not facili- 
tate a bail-out from the corporation’s 
standpoint, and such stock has the 
disadvantage of subjecting the corpo- 
ration to a withdrawal of funds upon 
the demand of the outside purchaser. 
However, redeemable stock has two 
features which argue against its be- 
ing common for purposes of Section 
306: It gives the outside purchaser 
the right to recover his investment 
(at least, to the extent of the redemp- 
tion price), and redemption features 
indicate (albeit rebuttably) that the 
investment represented by the stock 
was intended to be temporary. 


The Code does not require that 
dividend stock, in order to be common 
under Section 306(c)(1)(A), be iden- 
tical with the stock on which it is 
declared, but this requirement was 
imposed, with respect to a dividend 
of treasury common stock, in Reve- 
nue Ruling 55-746 (1955-2 CB 224). 
However, this condition is not re- 
quired by the terms or purpose of 
Section 306,’7 and will probably be 

(Continued on page 426) 


* Whether or not the dividend stock is 
the same as that on which it is declared 
does not, by itself, affect the interest the 
former stock represents in the corporation, 
and there would be no justification (in terms 
of the purpose of Sec. 306) for applying this 
requirement to, for instance, a dividend of 
stock which is clearly common on stock 
which is only questionably so. 
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Estate Tax Consequences 
of Inter Vivos Transfers 


By MANNING K. LEITER 


This article makes a comparison between Section 2036(a)(2) 

and Section 2038 of the 1954 Code in the light of a recent decision. 
The author believes the decision is subject to misinterpretation 
because of the peculiar facts involved in the case. 


STATE PLANNERS will be intrigued by a statement of the 

United States Court of Appeals for the First Circuit in the recent 
estate tax case of van Beuren v. McLoughlin, 59-1 ustc { 11,838, 262 
F. 2d 315, petition for reh’g den., 59-1 ustc § 11,845, cert. den., May 
18, 1959. 


The problem in van Beuren was whether various life interests 
which the decedent had created by an inter vivos trust should be in- 
cluded in her gross estate. The court held that inclusion of the life 
interests was required because of a clause in the trust agreement which 
provided for modification of the life interests. 


Much of the reasoning in the opinion has only limited applica- 
tion. What provokes broader interest is the following statement by 
the court: 


“It is conceded, however, that the value of the corpus is not in- 
cludable in her gross estate, since the only power of amendment in the 
trust was limited by a proviso ‘that no... change or amendment shall 
effect any revocation, in whole or in part, of the trust hereby created 
or alter the provision for distribution upon the termination of the 
trust’; and there was no provision for anticipatory payment of principal.” 


This statement is subject to misinterpretation if it is taken out of 
the context of the peculiar facts presented in the van Beuren case. The 
van Beuren trust was created on April 19, 1932. It is submitted that 
the same transfer, if made today, would require the inclusion of the 
entire trust corpus in the grantor’s estate rather than the life interests 
only. A more detailed analysis of the case follows. 


3y its terms, the van Beuren trust was to continue during the 
decedent’s life and that of her husband, and until the death of the 
survivor of them. The net income was payable in equal shares to 
the grantor’s husband, her son and her daughter-in-law. In the event 
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Mr. Leiter is a member of the Illinois bar. 


of the death of an income beneficiary 
during the term of the trust, his or 
her share was to be paid to the sur- 
vivor or survivors during the remain- 
der of the trust term. Contingent 
income beneficiaries were designated 
in case all of the three named bene- 
ficiaries died before the expiration of 
the term of the trust. The trust agree- 
ment also provided: 


“Sixteenth. This agreement or any 
of the terms thereof may be changed 
or amended during the life of the 
trust with the consent of the Trustee 
and adult Beneficiaries or adult Bene- 
ficiary then receiving the income by 
an instrument in writing duly exe- 
cuted by the Trustee and such Bene- 
ficiary or Beneficiaries. 
however, that no such change or 
amendment shall effect any revoca- 
tion, in whole or in part, of the trust 
hereby created or alter the provision 
for distribution upon the termination 
of the trust.”’ 


Provided, 


Elsewhere in the trust agreement, 
the grantor reserved to herself a gen- 
eral power to appoint and remove 
trustees. Although she never attempted 
to appoint herself trustee, the court 
of appeals held that such action would 
have been authorized under this re- 
served power. As a trustee, the court 


reasoned, the grantor would have had 
the power, acting in concert with the 
adult income beneficiaries, to alter or 
amend the life interests, under the 
provision for amendment quoted above. 


At this point, the court turned to 
Section 811(d), 1939 Code. (The 
corresponding provision in the 1954 
Code, Section 2038, is substantially 
identical.) In general, Section 811(d) 
requires inclusion in a_ decedent’s 
estate of any “interest” in property 
that he has previously transferred 
where the decedent can modify that 
interest on the date of his death through 
the exercise (either alone or in con- 
junction with others) of a power to 
“alter, amend, revoke, or terminate.” * 
Applying this statute, the court held 
that the value of the life interests, as 
of the date of death of the grantor, 
was includable in her estate. 

So much for the life interests. That 
part of the opinion which provokes 
a question is the statement quoted at 
the beginning of this note: 


“It is conceded, however, that the 
value of the corpus is not includable 
in her gross estate, since the only 
power of amendment in the trust was 
limited by a proviso ‘that no 
change or amendment shall effect any 





* For transfers on or before June 22, 1936, 
the pertinent words are “alter, amend, or 


revoke.” See Sec. 811(d)(2), 1939 Code 
(Sec. 2038(a)(2), 1954 Code). The enlarge- 
ment of this phrase to cover a power to 
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effective as to transfers after 
June 22, 1936, was but declaratory of pre- 
existing law (Commissioner v. Estate of 


Holmes, 46-1 Ustc § 10,245, 326 U. S. 480). 


“terminate,” 
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revocation, in whole or in part, of the 
trust hereby created or alter the pro- 
vision for distribution upon the termi- 
nation of the trust’; and there was no 
provision for anticipatory payment of 
principal.” 

In effect, the court states that the 
remainder interests after the life in- 
terests are not includable in the 
grantor’s estate because the remainder 
interests were not subject to modifi- 
cation by the grantor. So far as Sec- 
tion 811(d), 1939 Code (Section 2038, 
1954 Code), is concerned, this reason- 
ing is undoubtedly correct. In the 
case of transfers falling within this 
statute, there must be included in the 
grantor’s estate only the value of the 
particular interests that can be modi- 
fied by the decedent through the 
exercise of a power to alter, etc. 
(Industrial Trust Company v. Com- 
missioner, 48-1 ustc J 10,593, 165 F. 
2d 142 (1947).) 


Nevertheless, it would be a mistake 
to assume that this reasoning in van 
Beuren—that is, that the remainder 
interests were not includable in the 
grantor’s estate because they were 
not subject to modification by the 
grantor—is generally correct so far 
as Section 811(c)(1)(B)(ii), 1939 
Code, is concerned. (The corres- 
ponding provision in the 1954 Code, 
Section 2036(a)(2), is substantially 
identical.) Using the terminology of 
Section 811(c)(1)(B), 1939 Code 
(Section 2036(a), 1954 Code), the 
power of the decedent in van Beuren 
to modify the life interests with the 
the adult income 
ficiaries constituted a “right, either 
alone or in with 
person, to designate the persons who 
shall possess or enjoy the property or 
the income therefrom” ; moreover, the 


consent of bene- 


conjunction any 


transfer of the property by the de- 
cedent was a transfer “under which” 
this “right” was “retained for [her] 
life.’ Disregarding other language 
not presently relevant, this statute in- 
cludes the value of all property in a 
decedent’s estate “to the extent of 
any interest therein of which the de- 
cedent has .. . made a transfer” under 
which the decedent has retained for 
his life such a power of designation 
over the income from the property. 
The words “any interest” would seem 
to reach the remainder interests in 
van Beuren, as well as the life in- 
terests, because the entire property was 
transferred subject to the grantor’s 
power to shift the income from the 
property with the consent of the adult 
income beneficiaries. 


At first blush, therefore, it appears 
that the entire value of the van Beuren 
trust corpus—that is, the life interests 
plus the remainder interests ?—was 
includable in the grantor’s estate un- 


der Section 811(c)(1)(B)(ii), 1939 


Code (Section 2036(a) (2), 1954 Code). 


Examination of the pleadings shows 


that the government relied solely 
upon Section 811(d), 1939 Code (Sec- 
tion 2038, 1954 Code), and limited its 
claim to the life interests. The gov- 
ernment did not attempt to include 
the remainder interests in the grantor’s 
estate. 

Apparently, the government did not 
make this contention because the con- 
sent of the adult income beneficiaries 
was required before the grantor could 
modify the life interests. The trans- 
fer to the trust was made on April 19, 
1932. By its terms, Section 811(c) 
(1)(B), 1939 Code (Section 2036, 
1954 Code), does not apply to a trans- 
fer made after March 3, 1931, and 
before June 7, 1932, unless the prop- 





* The life interests would terminate on the 
death of the grantor’s husband, who was 
79 years old when the grantor died. Based 
on his life expectancy, the value of the life 
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interests at the date of the grantor’s death 
was only $979,080.84 compared with the 
value of the entire trust corpus, $6,278,445.13. 
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erty transferred would have been 
includable in the grantor’s estate by 
reason of the joint resolution of March 
3, 1931 (46 Stat. 1516). In the joint 
resolution, the clause corresponding 
to Section 811(c)(1)(B)(ii), 1939 
Code (Section 2036(a) (2), 1954 Code), 
reads: “The right to designate the 
persons who shall possess or enjoy 
the property or the income there- 
from.” The phrase “either alone or 
in conjunction with any person” was 
added by Section 803, Revenue Act 
of 1932, which was adopted on June 
6, 1932. At one time it was considered 
that the addition of this phrase was a 
change of substance, and that the 
joint resolution, by itself, did not ap- 
ply to a reserved power of designa- 
tion over income unless it was reserved 
to the grantor alone. (See Estate of 
Charles J. Babcock, CCH Dec. 14,953 
(M), 5 TCM 31, and Regulations 105, 
Section 81.19, prior to amendment by 
T. D. 6073, approved on June 11, 1954.) 
Current regulations, however, do not 
reflect this position (Regulations Sec- 
tion 20.2036-1(a)). Be that as it may, 
if the van Beuren transfer had been 
made on or after June 7, 1932, the 
entire corpus of the trust would have 
been includable in the grantor’s estate 
under Section 811(c)(1)(B) (ii), 1939 
Code (Section 2036(a) (2), 1954 Code). 


The van Beuren-type transfer—that 
is, Where the grantor retains a power 
to alter various income interests in 


the property, but the ultimate re- 
mainder interest is fixed—illustrates 
how the same transfer may result in 
the inclusion of different amounts in 
the grantor’s estate under Sections 
2036(a)(2) and 2038 of the 1954 Code. 
From the viewpoint of an estate 
planner, a familiarity with the dis- 
tinctions between the two sections is 
obviously important. For the pur- 
pose of illustrating a number of these 
distinctions, a group of hypothetical 
variations on the van Beuren transfer 
is discussed below. 
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A transfers property in trust, in- 
come to B for B’s life; then income 
to C for C’s life; then income to D 
and E for their joint lives; upon the 
death of D or E, all income to the 
survivor during his life, and remainder 
to F. A retains the power to alter 
the income interests of D and E at 
any time. A does not retain the power 
to alter any of the other interests in 
the property. A dies, survived by B, 
C, D, Eand F. 


This transfer is taxable under Sec- 
tion 2038 because A had the power 
to modify the income interests of D 
and E on the date of his death (Jndus- 
trial Trust Company v. Commissioner, 
cited above). As discussed more fully 
below, the inclusion in A’s estate un- 
der Section 2038 is limited to the in- 
terests of D and E rather than the 
entire value of the property. 

The power of A to modify the in- 
come interests of D and E also appears 
to constitute a power of designation 
falling within Section 2036(a) (2). 
This conclusion is not entirely free 
from doubt, however, inasmuch as A’s 
power to modify the income interests 
of D and E did not, in fact, affect the 
enjoyment of income that was pay- 
able during A’s lifetime. (By as- 
sumption, B’s life estate, an interest 
over which A had retained no control, 
was outstanding from the date of the 
transfer to the date of A’s death.) 
Moreover, the period during which the 
trust income is payable to D and E— 
a period starting with the death of the 
survivor of B and C, and ending with 
the death of the survivor of D and E— 
is not related to A’s life. For these 
reasons it can be argued that A’s 
power of designation over the income 
payable to D and E was not retained 
for A’s “life or for any period not 
ascertainable without reference to his 
death or for any period which does 
not in fact end before his death... .” 
(Section 2036(a).) This position is 
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taken in the analysis of a closely 
similar example in Lowndes and 
Kramer, Federal Estate and Gift Taxes 
(1956 Edition), pages 165-167. 


On the other hand, prior to A’s 
death, before B and C, there was al- 
ways the possibility that B and C 
would both predecease A. If that had 
happened, A’s retained power over 
the income payable to D and E (as- 
suming they were then living) would 
have affected the enjoyment of income 
that was payable to D and E during 
A’s lifetime. The possibility of this 
happening seems to justify the appli- 
cation of Section 2036(a)(2) to this 
transfer. (Commissioner v. Charles 
Nathan Estate, 47-1 ustc § 10,541, 159 
F. 2d 546 (CA-7, 1947), cert. den., 334 
U. S. 843; Warren and Surrey, Federal 
Estate and Gift Taxation: Cases and 
Materials (1956 Edition), page 267. 


Would Section 2036(a) (2) still ap- 
ply if A’s power had been limited to 
changing the enjoyment of income 
which D or E might receive after A’s 
death? There is language in the 
regulations from which it might be 
inferred that such a limitation on A’s 
power would place the transfer out- 
side the reach of Section 2036(a) (2), 
but that such a limitation would not 
prevent the transfer from being taxable 
under Section 2038. In this connection 
Regulations Section 20.2036-1(b) (3) 
states that a power of designation un- 
der Section 2036(a)(2) “does not in- 
clude a power over the transferred 
property itself which does not affect 
the enjoyment of the income received 
or earned during the decedent’s life. 
(See, however, Section 2038 for the 
inclusion of property in the gross es- 
tate on account of such a power.)” 
The quoted language—which is not 
illustrated by any example in the 


regulation—may mean that if A’s power 
had been limited to changing the en- 
joyment of income which D or E 
might receive after A’s death, this 
power would be outside the scope of 
Section 2036(a)(2) but inside the 
scope of Section 2038. Apparently, 
this language in the regulation is 
derived from a passage in the com- 
mittee reports accompanying amend- 
ments made to the Internal Revenue 
Code in 1949. (House Report 1412, 
Eighty-first Congress, First Session, 


page 6 (1949); 1949-2 CB 300.)° 


It was originally assumed that A’s 
power to modify the income interests 
of D and E could be exercised at any 
time. Suppose, instead, that the trust 
agreement had provided that A could 
exercise this power only if he should 
survive B and C. In fact, according 
to an assumption made at the begin- 
ning, A predeceased B and C. It 
follows that A was never actually 
able to exercise his contingent power 
to modify the income interests of D 
and E. Under these circumstances, 
what are the consequences under Sec- 
tions 2036(a) (2) and 2038? 

The regulations imply that Section 
2036(a)(2) would apply to the trans- 
fer notwithstanding the failure of A’s 
contingent power but that Section 
2038 would not apply. Referring to a 
power of designation under Section 2036 
(a)(2), Regulations Section 20.2036- 
1(b)(3) states that “it is immaterial 

. whether the exercise of the power 
was subject to a contingency beyond 
the decedent’s control which did not 
occur before his death (for example, 
the death of another person during 
the decedent’s lifetime).”’ * 

This excerpt from Regulations Sec- 
tion 20.2036-1(b)(3) implies that A’s 





*It has been suggested that this language 
in the regulation could mean that Sec. 2036 
(a)(2) would not apply where A transfers 
property in trust, income to B for B’s life; 
remainder to X; and A retains the power 
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to invade corpus for the benefit of B (War- 
ren and Surrey, work cited above, at p. 268). 

*This language is new. It does not ap- 
pear in Regs. 105, Sec. 81.19, the correspond- 
ing regulation under the 1939 Code. 
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contingent power of designation would 
fall within Section 2036(a)(2) even 
though A failed to perfect the power 
by surviving B and C. This result 
can be justified on the theory that A 
reserved the power “for... [a] period 
not ascertainable without reference to 
his death.” (Section 2036(a).) The 
same reasoning would bring within 
2036(a)(2) any contingent 
power of designation where a possi- 
bility exists up until the time of the 
grantor’s death that the contingency 
which ripens the power will occur. As 
an analogy, where the decedent re- 
serves the right to receive the income 
from transferred property after the 
termination of a primary life estate 
but, in fact, the first life tenant sur- 
vives the grantor, the transfer is still 
taxable under Section 2036(a)(1) be- 
the grantor is considered to 
have reserved the income for a period 


Section 


cause 


not ascertainable without reference to 
his death (Commissioner v. Charles 
Nathan Estate, cited above.) 

It is clear whether the above 
language on contingent powers in 
Regulations Section 20.2036-1(b)(3) 


not 


is directed solely at the type of con- 
tingency which remains open until 


the time of the grantor’s death. Con- 
ceivably, this language has a broader 
may encompass the 
where exercise of the power of desig- 
nation depends upon the happening 
of a contingency that, in fact, has 
been foreclosed at some time prior to 
the grantor’s death.6 The author’s 


scope: It case 





*For example, X transfers property in 
trust, reserving a power of designation that 
can be exercised only if Y lives to age 30. 
In fact, Y dies before the 30 and 
during X’s lifetime. 

*The only exceptions stated in Sec. 2038 
are where the exercise of the power re- 
quires prior notice or where the exercise of 
the power does not take effect until after 
the expiration of a stated period of time. 
In effect, such conditions are to be disre- 
garded for the purpose of determining 
whether the power existed on the date of 
the decedent’s death. (Sec. 2038(b).) The 
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opinion is that such an interpretation 
of the regulation is unlikely. (See 
Wallace Townsend, Exr. (Cooper Es- 
tate) v. Thompson, 50-2 ustc J 10,780 
(DC Ark.).) 


Analysis of the tax consequences of 
A’s contingent power under Section 
2038 is relatively simple. Because A 
could not exercise the power on the 
date of his death—since A did not ful- 
fill the condition of surviving B and 
C—the result is that Section 2038 
does not apply. The requirement in 
Section 2038 that the power exist on 
the date of the decedent’s death is not 
met where the exercise of the power 
is subject to a contingency, beyond 
the decedent’s control, that does not 
occur before his death (Regulations 
Section 20.2038-1(b) ).® 


To summarize, on the present as- 
sumptions that A’s power to modify 
the income interests of D and E can be 
exercised only if A survives B and C, 
and A actually predeceases B and C, 
the transfer is taxable under Section 
2036(a)(2) but not under Section 2038. 


In the example just considered, A’s 
power to modify the income interests 
of D and E was absolute except for 
the condition that A must survive B 
and C in order to exercise the power. 
To be distinguished is a power which 
is not absolute but which is regulated 
by an objective standard enforceable 
in a court of equity. 
to invade corpus for an income bene- 
ficiary who should “suffer prolonged 
pertinent regulation under the 1939 Code 
stated that a power to alter, amend, etc., 
would be considered to exist on the date of 
the decedent’s death, “though the exercise 
of the power was restricted to a particular 
time which had not arrived, or the happen- 
ing of a particular event which had not 
occurred, at decedent’s death.” (Regs. 105, 
Sec. 81.20.) This position was not followed 
by the courts. (Jennings v. Smith, 47-1 ustc 
7 10,551, 161 F. 2d 74 (CA-6); Estate of 
Frederick M. Kasch, CCH Dec. 22,944, 30 
TC 102 (1958).) 


Thus, a power 
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illness or be overtaken by financial 
misfortune which the trustees [of whom 
the grantor was one] deem extra- 
ordinary” was held not to require 
inclusion of the trust corpus under 
Section 81l1(c)(1)(B) or (d) of the 
1939 Code (Sections 2036(a) and 2038, 
respectively, 1954 Code), because the 
standard for invasion was capable of 
determination by a court of equity 
(Jennings v. Smith, cited above). In 
Jennings the contingencies which would 
authorize invasion did not actually 
occur during the grantor’s lifetime. 
While the court gave this some weight, 
the fact that a stipulated contingency 
does or does not occur during the 
grantor’s lifetime would seem to be im- 
material wherever the grantor’s power 
is regulated by an objective standard. 


Where Sections 2036(a) (2) and 2038 
both apply to the same transfer, the re- 
spective sections may require the in- 
clusion in the grantor’s estate of 
different interests in the transferred 
property. To illustrate, the original 
example, which was a transfer probably 
taxable under both sections, is repeated. 


A transfers property in trust, in- 
come to B for B’s life; then income 


to C for C’s life; then income to D 
and E for their joint lives; upon the 
death of D or E, all income to the 
survivor during his life, and _ re- 
mainder to F. A retains the power 
to alter the income interests of D and 
E at any time. A does not retain the 
power to alter any of the other in- 
terests in the property. A dies, sur- 
vived by B, C, D, E and F. 

The interests includable in a grantor’s 
estate under Section 2038 are just 
those interests which the grantor can 
modify at the date of his death—here, 





*The life estate of B was outstanding 
when A died. The fact that C has a fixed 
right to receive the income from the trans- 
ferred property, provided that he survives 
B, would hardly seem to qualify as “actual 
enjoyment” of C’s interest at A’s death. 


Inter Vivos Transfers 


the life interests of D and E (Regula- 
tions Section 20.2038-1(a) ; Jndustrial 
Trust Company v. Commissioner, cited 
above). The other interests in the 
transferred property—of B, C and F 
—are not includable in A’s estate 
under Section 2038 because these in- 
terests cannot be modified by A. 

Under Section 2036(a)(2), how- 
ever, the inclusion in A’s estate, ac- 
cording to the regulations, is the 
value of the entire property less only 
the value of B’s life interest. The 
effect is to include the aggregate value 
of the interests of C, D, E and F in 
A’s estate under Section 2036(a) (2). 
In this connection, Regulations Sec- 
tion 20.2036-1(b)(1) states: 


“If the decedent retained or re- 
served an interest or right with re- 
spect to all of the property transferred 
by him, the amount to be included in 
his gross estate under Section 2036 is 
the value of the entire property, less 
only the value of any outstanding in- 
come interest which is not subject to 
the decedent’s interest or right and 
which is actually being enjoyed by an- 
other person at the time of the deced- 
ent’s death.” (Italics supplied.) 

At the time of A’s death, B’s life in- 
terest was not subject to A’s retained 
power, and this interest was “actually 
Therefore, un- 
der the rule in Regulations Section 
20.2036-1(b)(1) just quoted, the value 
of B’s interest would be excluded from 
A’s estate. The interest of C also is 
not subject to A’s retained power. 
Under the regulation, however, the 
value of C’s interest would not be ex- 
cluded A’s estate because C’s 
interest is not “actually being en- 
joyed” at A’s death.*? For the same 


being enjoyed” by B. 


from 





Interpretation of the actual-enjoyment re- 
quirement in the regulation will probably 
be influenced by the distinction drawn be- 
tween a present interest and a future interest 
in the gift tax law. 
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reason, F’s interest would not be ex- 
cluded from A’s estate under Regu- 


lations Section 20.2036-1(b) (1). 


Under the regulations, therefore, 
the aggregate value of the interests 
of C, D, E and F is includable in 
A’s estate under Section 2036(a) (2), 
whereas only the total value of the 
interests of D and E is includable 
in A’s estate under Section 2038. The 
tax on A’s estate would be based on 
the larger inclusion under Section 
2036(a)(2). If Section 2036(a) (2) 
did not apply for any reason—for in- 
stance, because of an effective date, 
as illustrated in the van Beuren case, 
cited above—then A’s estate would 
be taxable only on the smaller inclu- 
sion under Section 2038. 

The reason why this transfer re- 
sults in a larger inclusion in A’s estate 
under Section 2036(a)(2) than under 
Section 2038 is because inclusion of a 
particular property interest under 
Section 2036—unlike Section 2038— 
does not require that the grantor have 
reserved a power to modify the en- 
joyment of that interest. Section 2036 
reaches the transfer of any interest 
“under which” the grantor has retained 
the income from the 
property the enjoyment of the 
property) for his life, etc. The key 
words here are “under which.” 


control over 


(or 


Under the rule quoted from Regu- 
lations Section 20.2036-1(b)(1), the 
effect is that the transfer of the in- 
terests of C, D, E, and F is treated as 
a transfer “under which” the reserva- 
tion of A’s power to modify the in- 
come interests of D and E was made. 
On the other hand, because B’s life 
interest was not subject to A’s power 
and because it was “actually being 
enjoyed” by B when A died, the regu- 
lation treats B’s interest, in effect, as 
though it were the subject of a sepa- 
rate transfer and not one “under which” 


the reservation of A’s power was made. 
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It is possible to conceive of an al- 
ternative interpretation of Section 
2036(a) somewhat narrower than the 
position taken in Regulations Section 
20.2036-1(b) (1), which would not in- 
corporate the actual-enjoyment re- 
quirement. According to this inter- 
pretation of the statute, the words 
“under which” would be limited to 
the transfer of those interests in the 
property which are to take effect on 
or after the point in time at which the 
grantor’s reserved control may affect 
the enjoyment of the income. How- 
ever, the transfer of those interests in 
the property that are to take effect 
before this point in time would not be 
regarded as a transfer “under which” 
the reservation of control over income 
was made, regardless of whether such 
prior interests are actually being en- 
joyed at the time of the grantor’s 
death. (Cf. Warren and Surrey, work 
cited above, at page 266.) To illus- 
trate this view, the transfer of the 
interests of D, E and F would be the 
“under which” transfer (although F’s 
interest is not subject to A’s power, 
this interest succeeds the interests of 
D and E which are subject to A’s 
power) and the inclusion in A’s estate 
under Section 2036(a)(2) would be 
the aggregate value of these interests. 
On the other hand, the value of C’s 
interest—as well as the value of B’s 
interest—would be excluded from A’s 
estate, under this view, because both 
of these interests are to take effect 
before the point in time at which A’s 
power may affect the enjoyment of 
income. 


In the foregoing discussion a num- 
ber of the more important distinctions 
between Sections 2036(a) (2) and 2038 
have been presented. Because each 
of these sections operates independ- 
ently of the other, it is always neces- 
sary in the analysis of a given transfer 
to make a separate inquiry into the 
effect of each statute. [The End] 
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Taxation from Pyramids 


to Lincoln 
By GLENN W. SMITH 


With all the publicity about our income tax, the future 

generation is likely to grow up believing that taxes, 

tax commissioners and tax lawyers came into existence after 1913. 
This article is to keep the record straight: 

All these accouterments are older than the pyramids. 


AXATION HAD ITS ORIGIN several thousand years ago, but 

the identity of its originator is not known for sure. However, we do 
find in the Bible that David’s son, Solomon, was probably the first to 
introduce taxation as such (960-922 B. C.). In prior periods it was 
known as “tribute.” 


The purposes and rates of taxation have, indeed, changed over the 
past 5,000 years. 

Income tax in the United States started in 1913 with enactment of 
the Sixteenth Amendment, However, the principles of the tax act 
were merely borrowed from history. For this reason it is well to re- 
view briefly the basis and application of taxes as levied and collected 
in ancient and feudal times and in the Middle Ages. 


Our present meaning for the word “taxation,” as taken from the 
dictionary, seems to apply to all periods of history where taxes have 
been collected. Webster's New International Dictionary gives the 
definition of “taxation” as: 

“1. Valuation; assessment. 2. Act of laying a tax, or of imposing 
taxes, as on the subjects of a state, by government, or on the members 
of a corporation or company, by the proper authority; the raising of 
revenue by the imposition of compulsory contributions * 

In other words, the term “taxation” covers every conceivable ex- 
traction which it is possible for a government to make, whether under 
the name of a tax or under such names as rates, assessments, duties, 
imposts, excises, licenses, fees, tolls, etc. 


Taxation in Egypt 


In going through history, we find that taxes are nothing new. The 
tax laws of Egypt were in existence before 3000 B. C. How much 
longer we are not sure, but we do know that the methods of assess- 
ments were varied and sometimes weird. 
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The author, a CPA, is a member of 
Bonicamp, Koelling & Smith, Wichita, Kansas. 


It is interesting to note that one 
type of taxation, which in all prob- 
ability was a poll tax, is referred to in 
history books, which even go so far 
as to tell us the possible form that 
was used by the revenue officer to as- 
sess the tax. The tax was based on 
the number of persons in the house- 
hold. The head of the family declared 
all persons who belonged to his house- 
hold to establish his tax base. The 
idea of self-assessment is used by our 
own governmental agencies today and 
no doubt borrowed from the 
Egyptians of 5,000 years ago. 


was 


Egyptian words end with a deter- 
minative sign. For example, the man’s 
name ends with the seated male figure. 
The tax form even added to the names 
of some women the symbols of birth, 
indicating that a new taxpayer would 
soon be expected. 

The rates or amount of tax on this 
assessment are not known. However, 


other types of taxes were assessed 
during the period on the same taxpayer. 


It is believed by historians that the 
Hyksos horsemen kings ruled Egypt, 
Palestine and Syria from 3000 B. C. 
to about 2200 B. C. These rulers 
were of mixed stock, but possibly 
more Semitic in origin. Even though 
they. were considered by the Egyptians 
as barbarians, they introduced the 
chariot and also cavalry warfare, and 
popularized the “Bronze Age.” The 
powerful Hyksos kings collected trib- 
ute or tax in kind from the Egyptians. 
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All irrigation canals were under the 
custody of the reigning kings, whose 
wealth depended upon the farmers’ 
ability to produce the crops. Observers 
were employed to watch the rise and 
fall of the Nile River for the purpose 
of estimating the crop or produce 
yield and the expected amount of tax 
collections. Today, we call this “in- 
formation at the source’’—or internal 
control. 


Most records were maintained on 
clay tablets or parchment, and sym- 
bols or hieroglyphs were used instead 
of writing. For that reason the story 
of taxation during this period in his- 
tory is very vague, but taxation by the 
foreign rulers amounted to as much as 
one half of the gross production. 


During the period 2000 to 1500 B. C. 
the Hyksos bureaucracy was banished 
and the Hyksos were driven from 
Egypt. The new kingdom was ruled 
by a “Pharoah” (lord of the world). 

The Pharoahs ruled Egypt with 
brilliant success from 1500 B. C. to 
1000 B. C. During this period Egypt 
reached her greatest prosperity at 
home and power abroad. Taxes in 
kind were collected from the peasants 
on all fruit, produce, fish, animals, 
fowl, grains, etc. Toll was collected 
from fishing boats and on wares de- 
livered into, and sent out of, villages 
and towns. The taxes were collected 
primarily to increase the personal 
wealth of the ruler, who built canals, 
roads, bridges, and storehouses for 
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produce and grain. The objective was 
to make the country economically 
strong and productive. 


To carry out the plan, the Pharoah’s 
government established two types 
and rates of taxation. The nobles, 
relatives and officers of the king had 
the privilege of paying their tax 
chiefly in gold, silver, linen, or other 
valuables. The tax, from all appear- 
ances, was on a_ graduated 
similar to our present progressive tax 
rates in the United States, Tenants 
of the Pharoah-owned land delivered 
one fifth of their produce as their 
share of the tax. 


scale, 


For the purpose of assessing tax, 
we find another parallel to some of our 
present ideas. Lands and other prop- 
erties were recorded in tax registers 
of the “White House,” as the treasury 
was called. Members of each house- 
hold were listed together. Such large 
quantities of taxes in kind were col- 
lected from the populace by the over- 
seers that the viziers had to erect 
large granaries and storehouses to care 
for the produce. The peasants de- 
livered part of their produce from the 
fields, their flocks and crafts, and 
there were taxes on every animal, 
every palm tree and every vineyard. 


In Palestine, in about 900 B. C., the 
Kingdom of Judah’s taxes reached 
such disastrous proportions that ‘it 
was almost impossible to pay the tax 
and still make a living. When Reho- 
boam succeeded his father, Solomon, 
the people hoped for a lighter yoke; 
however, they were taxed even more 
heavily. Adaram, head of the In- 
ternal Revenue Bureau of the time, 
was finally stoned to death in trying 
to enforce the collection of taxes. 

Where the tax at 1500 B. C. had 
been one fifth, under Ptolemy II, ruler 
of Egypt from 285 to 246 B. C., it was 
increased to one half of the produce 


from the land and, in addition, there 
were taxes for special purposes. Nothing 
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was overlooked. To enforce the col- 
lection of taxes, an elaborate system 
of registration of personal property, 
land and individuals was maintained. 
This required a swarm of scribes to 
keep track of the amounts due the 
government, which varied as to loca- 
tion and type of business. The taxes 
at this point in history became so 
burdensome that the tillers of the soil 
let large areas of land lay idle or 
farmed it poorly. 


Taxes Under Roman Empire 


In Palestine during Christ’s time, 
there were taxes on water, meat, salt, 
land, and many other commodities. 
In addition, there was a road tax and 
often a town tax. The poll tax is re- 
ferred to in Christ’s discussion about 
payment of tax to Caesar. Indeed, a 
census for the purpose of estimating 
taxes caused the journey of Joseph 
and Mary to Bethlehem on the eve 
of Christ’s birth. Matthew, one of 
Jesus’ disciples, was a customs officer 
who collected customs tax, at border 
towns, on import and export trade. 


Under the Romans in the first cen- 
tury, A. D., the principles of taxation 
show substantial modification. How- 
ever, the Egyptians still paid enormous 
amounts in taxes for the benefit of the 
Roman population and they received 
nothing in return. Today this is called 
taxation without representation. 

The Romans collected the tax from 
the Egyptians on a monthly basis to 
be sure of collection (pay-as-you-go). 
The taxes were at varying amounts 
for the same class of taxpayers in dif- 
ferent areas. 

An interesting principle of taxation 
was employed in Alexandria. The tax 
was paid by males only between the 
ages of 14 and 60; to procure the 
necessary information to assess the tax, 
a house-to-house was taken 
every 14 years. 


census 
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The tax structure had become so 
complicated and bewildering due to 
multiplicity of rates and kinds of taxes 
and the enormous amount extracted 
from the taxpayers that the whole 
system began to crumble. Bribery 
and payoff was the custom. 


About the year 300 A. D., Diocletian 
recognized the problem and carried 
out sweeping financial reforms by uni- 
fying the whole tax system. Basic- 
ally, he instituted a single tax. The 
new system fixed units of produc- 
tivity for different areas each year, and 
it was the duty of the provincial au- 
thorities to raise the required amount 
of tax by equitable apportionment 
among the areas. Thus, the taxpayer, 
for the first time in history, was able 
to determine all the tax he would owe 
and the basis of the assessment. The 
budget was the basis of assessing the 
tax to the populace. This system was 
similar to our present budget and as- 
sessment of tax. 

The amount of tax required by the 
Roman Empire increased each year, 
and gradually the basis and amount 
again became haphazard and incon- 
sistent as had been prevalent in past 
history. During the fourth century, 
A. D., all sorts of direct and indirect 
taxes were levied. While production 
and trade flourished, none thought 
the taxes much of a_ burden. 
However, when conditions changed 
and times became hard, the state in- 
creased its demand, extracting larger 
amounts. The taxes became a heavy 
burden, and the apportionments be- 
tween the districts became so inequitable 
that reapportionments were required 
every five years. Since most of this 
was done on an arbitrary basis, as- 
sessed valuations tended to become 
unequal and were harder on the poor. 
Thus, thievery and inequities became 
chronic, 

From the period 500 B. C. to 200 
B. C., under the Roman rule, inheri- 
tance taxes first made their appear- 
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ance (10 per cent). However, these 
could be escaped by transferring 
property and money to the wife. 


Early Roman law made marriage 
compulsory. However, these laws 
must not have been enforced because 
the censor, Camillus (400 B. C.), im- 
posed a tax on bachelors. 


The state regulated Rome’s eco- 
nomic life with vigor, and it levied 
fines (taxes) on monopolies such as 
the salt industry. By 200 B. C., Rome 
was a city of approximately 1 million 
population, of which 250,000 lived 
within the boundaries or walls of 
Rome. It was the melting pot of the 
Mediterranean, and no one wanted to 
work or pay taxes. 


Rome had captured so much of the 
world’s economic wealth that, in 145 
B. C., Italy for a short period was 
freed from all direct taxes. However, 
a revolution in morals, manners and 
politics was creeping into Roman 
society, filling the old-fashioned Ro- 
mans with disgust and despair over 
the decay of the Roman character. 
Then Cato was elected Censor of 
Rome. He was obviously honest, and 
fought corruption vigorously by carry- 
ing out the promises which had won 
him the election; he laid heavy taxes 
of all kinds and fined senators for 
personal extravagance. He impeached 
senators for corruption in office when 
they withheld state tax money for 
their own use. 


At that time, the Roman lady’s boudoir 


was an arsenal of cosmetic instru- 
ments, cosmetics and jewelry. Cato, in 
his ruthless efforts against the upper 
class, levied heavy taxes on all these 
feminine luxuries. This was compar- 
able to our present-day excise taxes. 


It is interesting to note that the 
Roman proconsuls and tax gatherers 
milked the provinces via the tax route 
at a rate which would have been the 
envy of their predecessors, and they 
kept the larger part for their own per- 
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sonal use. When Julius Caesar was 
Proconsul of Spain for one year, in 
61 B. C., his part of the tax take was 
some $7,500,000. Cicero wrote of his 
honesty as governor for one year in 
Sicilia ($110,000). The taxes collected 
by Pompey from the East amounted 
to $31 million, of which he kept $21 
million. When a province or city could 
not pay the tax, Roman financiers or 
statesmen would loan them the funds 
at rates from 12% per cent to 48 per 
cent interest, to be collected by the 
Roman army. 


Caesar Augustus, the first Roman 
Emperor, from 27 B. C. to 14 A. D., 
issued a decree that all the world should 
be taxed. Among the various taxes 
which Augustus assessed was one on 
women owning more than 20,000 ses- 
terces ($3,500). Each woman was to 
pay a l per cent annual tax until mar- 
ried; after marriage the tax decreased 
with each child until the third, and 
then the tax ended. 


Gaius Caesar Germanicus (nick- 
named Caligula) was ratified as suc- 
cessor to Tiberius in about 40 A. D. 
He promised cooperation with the 
Roman Senate, lower taxes, richer 
games and a conservative government. 
However, within a short time his ex- 
travagance exhausted the treasuries 
left him by his predecessor. To raise 
funds to pay for his foolishness, he 
levied taxes of every kind—a sales tax 
on all food; a tax on all legal docu- 
ments and processes; 1214 per cent on 
wages; and many other new taxes. 
Prostitutes paid a tax equal to the 
income from one embrace each day, 
and this tax was collected even after 
marriage. Thus, Caligula was the in- 
ventor of the sales tax, the docu- 
mentary stamp tax and the wage tax. 

Taxes during this period rose and 
fell with the rulers. However, after 
unsatisfactory periods and trials, the 
Empire of Rome collapsed, and taxa- 
tion was discarded around 250 to 300 
A. D. Italian cities revived the income 
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tax in the fifteenth century and, once 
again, we see in history the effect of 
exorbitant extraction of tax from the 
people. 


Taxes in India 


In India, during the Mauron Period, 
which was about 300 B. C., we find 
that the basic tax was levied on land 
or produce from land. The tax bite 
ranged from one sixth to one third. 
However, remissions were made to 
villages and districts embarking on 
collective irrigation projects or other 
enterprises in the public interest for 
periods up to five years. 


Generally, the tax was one quarter 
of the gross yield; however, allow- 
ances were occasionally made to cover 
consumption and seed until the next 
harvest, and some medieval Indian 
assessments were levied on the net 
yield only. This is probably where 
the ideas of the personal exemption 
and the deduction for expenses in pro- 
ducing income came from. 


By 1300 A. D. the sultans drew from 
the people every rupee of tribute that 
could be extracted by the ancient art 
of taxation. By this time, the govern- 
ment was collecting one half of the 
gross produce from the soil. 


Taxation became so burdensome that, 
from 1560 to 1600 A. D., Akbar set the 
land tax at one third, abolishing all 
other forms of taxation. However, it 
had the saving grace of rising with 
prosperity and falling with depression. 
In famine years, the poor could at least 
die untaxed. 


Taxation in China 


About 100 B. C., the Chinese coun- 
selor, Yung K’o, suggested a new 
form of taxation intended to reach 
those classes of people which had 
hitherto escaped. All merchants, shop- 
keepers and speculators were obliged 
to declare the total of their fortunes— 
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not merely their income, but all they 
possessed—and they were taxed 10 per 
cent. This resembled our personal 
property and ad valorem taxes. 

who did declare their 


Those not 


fortunes could be reported by their 
neighbors, who would receive one half 
of the fortune, with the rest going to 
the state. The delinquent would be 
sent to forced labor for one year. There 


are criminal provisions in our own in- 
come tax law which serve to deter the 
taxpayer who is tempted to defraud 
the government. Also, informers re- 
ceive a portion of the tax collected 
from taxpayers who cheat on their tax 
returns. 


Income Tax in Greece 

The first graduated income tax was 
collected by King Solon. The popula- 
tion of Attica was divided into four 
groups according to their wealth and 
income. The basis of determining the 
tax was to multiply the annual income 
by certain predetermined figures rang- 
ing from zero to 12 times annual in- 
come. The tax rate was applied to the 
resulting figure. 

First, the 500-bushel men, or their 
equivalent, were taxed on 12 times 
their annual income. Second, the hippes, 
whose incomes were 300 to 500 bushels, 
were taxed at ten times the annual in- 
come. The third class, or zengitar, 
with between 200 and 300 
bushels, were taxed at five times the 
annual income; and the fourth, or 
thetes, with incomes of less than 200 
bushels were exempt from tax. 

Solon that those 
wealth and income were greater should 
pay more for the support of the gov- 
ernment. Our own income tax is based 
on ability to pay via the graduated 
progressive tax rates. 


incomes 


reasoned whose 


Income Taxes in Other Countries 
Due to the fact that the feudal sys- 

tem was not conducive to a large-scale 

system of taxation, during the Middle 
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Ages (500 A. D. to 1500 A. D.) taxes 
tended to disappear in most parts of 
the world or were at a minimum. In- 
come taxes appeared in France in 
1690, but disappeared with the com- 
ing of the revolution in 1790. England 
levied income taxes in 1799 to prose- 
cute her wars. Germany, Italy, Aus- 
tria, Spain and Switzerland followed 
in her footsteps, and the levy soon 
became their major source of income. 
In 1907, the British modified their 
income tax system by dividing the in- 
come subject to taxation into two 
classes—the first derived from labor, 
the second from investments. The 
graduated income tax was adopted 
when Lloyd George was premier. 


Income Taxes in United States 


The first federal income tax pro- 
posal in the United States was made 
in 1815, but Congress did not adopt 
the recommendation. In 1861, the Civil 
War brought pressure for revenue, and 
Congress passed the “income duty” 
which was considered an indirect tax. 


Civil War Tax Rates 
Tax Law 1861 
Income Tax Rates 
$600 to $10,000 3% 
Above $10,000 5% 
(Note: The above rates proved to be in- 
adequate to prosecute the war, so the rates 
were raised.) 
Tax Law 1862 
Income 
$600 to $10,000 
Above $10,000 
(Note: These rates remained in 
until 1872, when they expired.) 


Tax Rates 
5% and 7% 
10% 


effect 


Conclusion 


As we go back into history, we be- 
come aware of the fact that there is 
nothing new in the development of 
different kinds of taxation. The one 
difference between our taxation and 
that of medieval days is the fact that 
an individual who admits his tax lia- 
bility may not be sent to jail nor lose 
his life for nonpayment. [The End] 
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The Western Hemisphere Trade 
Corporation and the Boggs Bill 


By RALPH H. KLINE 


Mr. Kline discusses the purpose of the law regarding the Western Hemisphere 
Trade Corporation and the purpose of the Boggs bill. Smooth tax 
administration depends on bearing the different purpose of each in mind. 


DOMESTIC CORPORATION may qualify as a Western Hemi- 
sphere Trade Corporation without an “economic penetration” of 
the foreign country because Section 921 of the 1954 Code was designed 
to aid the domestic corporation; while the Boggs bill (Foreign Invest- 
ments Incentive Tax Act of 1959), based on the idea of supplying new 
capital and new employment opportunities to foreign countries, re- 
quired either that the corporation derive not more than 50 per cent of 
its gross income from sale of articles purchased by it or that it derive 
50 per cent or more of its income through a permanent foreign business 
establishment. 

The Internal Revenue Service is attempting to apply the concepts 
of the investments incentive tax act to the sections of the Code deal- 
ing with the Western Hemisphere Trade Corporation. In its zeal to 
increase the revenue of the United States Treasury, the Internal Reve- 
nue Service appears to have lost sight of the purpose of the Western 
Hemisphere Trade Corporation. It has completely distorted the intent 
of Congress. 

It appears as though the revenue agent is thinking of the argu- 
ments advanced for the passage of the Boggs bill when he attacks 
the validity of the Western Hemisphere Trade Corporation. The pro- 
ponents of the Boggs bill advanced the idea that the bill would induce 
United States investment which would be a supplement to the United 
States foreign aid program—that by giving domestic corporations the 
tax incentive to build manufacturing facilities in foreign countries, the 
United States would be required to give less in direct aid. 

The Treasury Department spokesman at the committee hearings 
accepted this argument, but he attempted to restrict the benefits of 
the bill to corporations doing business in the underdeveloped coun- 
tries. The General Counsel of the Treasury Department, in Decem- 
ber, 1959, suddenly stated a different approach: 


“For a long period after the war, it served our purposes to encour- 
age the flow of dollars to Western Europe and Japan. As we were the 
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Mr. Kline, who is a member of the 
District of Columbia bar, is associated with 
the B. F. Goodrich Company, Akron, Ohio. 


principal exporter of goods, many of 
those dollars returned to this country. 
Now the developed countries have 
built up substantial dollar reserves, 
are strong competitors in the export 
market. 

“Apart from 
measures to 


evaluating specific 
stimulate the flow of 
dollars abroad, we should recognize 
that developed countries now have, 
through their dollar holdings, a finan- 
cial stake, as we necessarily do at 
home, in how we run our affairs. 
While this is a healthy development, 
lack of confidence on their part with 
respect to dollar holdings would not 
forward the strength of the United 
States or the stability of the free 
world.” ? 

Internal Revenue has attacked the 
Western Hemisphere Trade Corpo- 
ration on two either 
(1) the Western Hemisphere Trade 
Corporation was acting as the agent 
of the parent company or (2) the 
Western Hemisphere Trade Corpo- 
ration lacked substance and, there- 


one of bases: 


fore, should be disregarded. 


The Senate Finance Committee ex- 
pressed the purpose of the Western 
Hemisphere Trade Corporation section : 


“American corporations trading in 
foreign countries within the Western 
Hemisphere are placed at a consider- 
able competitive disadvantage with 
foreign corporations under the tax 
rates provided by this Bill. To allevi- 
ate this competitive inequality, the 
Committee Bill relieves such corpo- 
rations from surtax liability.” ? 


It is evident from the committee 
report that the purpose of Section 109 
of the 1942 act was to protect the 
domestic corporation. Congress was 
not interested, at that time, in pro- 
viding capital or employment in the 
foreign country. 


Section 109* provided that domes- 
tic corporations which met the re- 
quirements were exempt from surtax 
and the excess profits tax in effect 
at that time. Section 122(c) of the 
Revenue Act of 1950 eliminated the 
surtax exemption and provided for a 
normal tax credit of 33 per cent in 





*Speech to Saturday Forum of the Fed- 
eral Tax Institute of New England, 
Massachusetts, December 5. 1959. 

*S. Rept. 1631, 77th Cong., 2d Sess. 32 
(1942). 

*“For the purposes of this chapter, the 
term ‘western hemisphere trade corporation’ 
means a domestic corporation all of whose 
business is done in any country or countries 
in North, Central, or South America, or in 
the West Indies, or in Newfoundland and 
which satisfies the following conditions: 
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“(a) If 95 per centum or more of the 
gross income of such domestic corporation 
for the three-year period immediately pre- 
ceding the close of the taxable year (or for 
such part of such period during which the 
corporation was in existence) was derived 
from sources other than sources within the 
United States; and 

“(b) If 90 per centum or more of its 
gross income for such period or such part 
thereof was derived from the active conduct 
of a trade or business.” 
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1950 and 30 per cent thereafter. The 
exemption from the excess profits tax 
was continued in Section 454(f), the 
Excess Profits Act of 1950. 


When Section 921 of the 1954 Code 
was enacted, the tests for qualifying 
as a Western Hemisphere Trade 
Corporation were not changed, and 
Congress said nothing concerning the 
purpose of the act. In fact, the House 
committee report in 1954 reiterated 
that the act should be interpreted 
literally : 


oe 


incidental purchases made 
outside the Western Hemisphere will 
not disqualify a corporation from the 
Western Hemisphere Trade Corpora- 
tion credit if it is otherwise eligible 
for xt.” * 


From this legislative history we can 
see that Congress never intended as a 
requirement that the Western Hemi- 
sphere Trade Corporation have any 
economic penetration. 


It was the intent of Congress that 
the domestic corporation be put on a 
competitive basis with foreign cor- 
porations doing business in the Western 
Hemisphere if the statutory procedure 
were followed. 


As to the question of disregarding 
the corporate entity, the Supreme 
Court, in Southern Pacific Company v. 
Lowe,® did pierce the corporate veil. 
It based its conclusion “upon the fact 
that the Central Pacific and the South- 
ern Pacific were in substance identi- 
cal because of the complete ownership 
and control which the latter possessed 
over the former, as stockholder and 
in other capacities. While the two 
companies were separate legal enti- 
ties, yet in fact, and for all practical 
purposes they were merged, the for- 
mer being but a part of the latter, 
acting merely as its agent and sub- 





*H. R. 8300, 83d Cong., 2d Sess., p. 176 
(1954). 
*1 ustc 9 19, 247 U. S., 330 (1918). 
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ject in all things to its proper direc- 
tion and control.” 

However, in 1942, the United States 
Court of Appeals for the Fifth Circuit, 
in Commissioner v. Moline Properties, 
Inc.,° refused to follow the Southern 
Pacific decision. 

The court said: 

“Ordinarily, a corporation and its 
stockholders are for purposes of tax- 
ation held to be separate entities, and 
the rule is not changed by the mere 
fact that one person owns all or 
substantially all of the stock of the 
corporation. . . . In tax matters ‘the 
tendency is not to ignore the cor- 
porate entity unless it be used to - 
defraud the law, but rather, when 
natural persons are using corporate 
forms to do their business, they and 
their corporations are held to the 
literal consequences.’ Bancker v. Com- 
missioner, 5 Cir., 76 F. 2d 1, 2.” 


The same issue was again brought 
to the Supreme Court in National Car- 
bide Corporation v. Commissioner,’ and 
the Court overruled the Southern Pa- 
cific case, stating: 


“ 


Complete ownership of the 
corporation, and the control primarily 
dependent upon such ownership—the 
important ingredients of the Southern 
Pacific case—are no longer of signifi- 
cance in determining taxability.” 


We can conclude that the Western 
Hemisphere Trade Corporation is a 
means of protecting domestic indus- 
try doing business in the Western 
Hemisphere; that Congress did not 
intend any economic penetration ; and 
that case authority does not support 
either of the Internal Revenue Serv- 
ice’s contentions—treating the West- 
ern Hemisphere Trade Corporation as 
an agent or disregarding the corpo- 
rate entity. [The End] 





131 F. 2d 388, aff'd, 
43-1 ustc J 9464, 319 U. S. 436. 
*49-1 ustc J 9223, 336 U. S. 422. 


*42-2 ustc J 9728, 
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HE MICHIGAN BUSINESS ACTIVITY TAX is an income 

tax, according to a recent decision of the Michigan Supreme Court. 
Here are the facts: 

The taxpayer was an Ohio corporation with its principal place 
of business in that state. It was not qualified in Michigan, and all of 
its manufacturing activities were carried on outside the state. A sales 
office was maintained in Detroit, and five salesmen were employed 
within the state to solicit orders for the corporation’s products. 


All orders obtained in Michigan were subject to acceptance at 
the home office in Ohio, with shipments made f.o.b. from points out- 
side Michigan. The gross receipts the taxpayer derived from Michigan 
in 1954 and 1955 were over $91 million, and the state levied a tax of 
$95,951.71. 


Michigan's high court, in holding the state’s business activity tax 
to be an income tax, rejected the taxpayer’s contention that the tax 
was actually a gross receipts tax. The result of the decision is that 
foreign corporations will be liable for the Michigan business activities 
tax on their adjusted receipts derived from interstate sales and appor- 
tioned to sources in Michigan.—Armco Steel Corporation v. Nims, 
4 stc J 250-098. 


Kentucky to Adopt Bracket System 

The new Kentucky Sales and Use Tax Law, which will become 
effective July 1, 1960, adopts the bracket system for the collection 
of taxes. Every retailer making sales of tangible personal property 
in Kentucky who elects to collect sales tax from the consumer must 
use the following bracket system, which is mandatory for all retailers 
required to collect the use tax on sales to purchasers: one cent to 
14 cents, no tax; 15 cents to 44 cents, one cent; 45 cents to 74 cents, 
two cents; and 75 cents to $1.14, 3 cents. 


On all even dollar sales over $1, the tax is computed at the flat 
3 per cent rate. The bracket system will be used on amounts between 
even dollars. 


The use of this bracket system will not relieve retailers of liabil- 
ity for payment of 3 per cent of the gross receipts as sales tax or 3 
per cent of the sales price as use tax. Where the amounts from the 
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tax and the sales price commingle, the 
amount of the gross receipts, or sales 
price, will be determined by dividing 
the total by 103 and then multiplying 
that result by 100. The resulting 
amount must be reported as taxable 
gross receipts. 


Arkansas Cannot Tax 
Domestic Corporations’ 
Out-of-State Earnings 


The Arkansas income tax on do- 
mestic corporations doing business 
both within and without the state was 
held unconstitutional—a violation of 
due process—by the Arkansas Su- 
preme Court. The tax law got into 
trouble because the tax was imposed 
on out-of-state earnings of domestic 
corporations doing both foreign and 
domestic business, but it was not 
imposed on the income of domestic 
corporations doing business wholly 
outside the State of Arkansas. The 
court held that this was a discrimina- 
tory and unreasonable classification, 
and knocked down the tax on out-of- 
state income. 


New York 
Adopts Federal Definition 


The New York Legislature has 
re-enacted the personal income tax 
law. This law now says that the ad- 
justed gross income of a resident in- 
dividual shall be his federal adjusted 
gross income, as defined under the 
federal code of the taxable year. Cer- 
tain items of interest are added. Also, 
federal adjusted gross income will be 
reduced by interest, pensions and cer 
tain other amounts not subject to the 
New York law. The New York Un- 
incorporated Business Tax has also 
adopted the federal definition. 


Georgia Goes Federal 

It is now fairly well known that 
1960, firms with 
employees in Georgia will have to 


beginning May 1, 
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withhold the Georgia income tax 
from wages paid to employees within 
the state. This item is to alert out-of- 
state employers that Georgia has is- 
sued weekly, biweekly, monthly, bi- 
monthly and daily tables to aid with- 
holders of the tax. Also, every indi- 
vidual resident or nonresident subject to 
Georgia’s income tax must file a declara- 
tion of estimated tax by June 15. 


The Interstate Tax Problem 


Congress and the states should 
reach a practical solution to the prob- 
lem of uniformly allocating and appor- 
tioning multistate income, according 
to Fred L. Cox, chairman of the 
National Tax Association’s Commit- 
tee on Interstate Allocation of Busi- 
ness Income. He urges the adoption 
of the formula proposed by the Na- 
tional Conference of Commissioners 
on Uniform State His com- 
ments follow: 


Laws. 


HE United States Supreme Court 

decision in Scripto, Inc. v. Carson, 
4 stc § 200-007 (March 21, 1960), ap- 
pears to have created unrest in the 
same areas of business regarding use 
taxes as was the case with the North- 
western-Stockham decision regarding 
income taxes. Already, agitation is 
begun to pressure Congress to expand 
the area of immunity from state taxes 
provided in the ill-advised Public Law 
86-272 (15 USCA 381), which law 
created problems in state taxation 
hitherto unknown. The solution to 
the vexing problem of state taxation 
of interstate or multistate commerce 
is not to be found in immunity from 
state taxes but in the application of 
uniform state laws. In fact, I seri- 
ously question the power of Congress 
to limit or restrict the power of the 
states to impose a tax unrelated to 
the regulation of commerce. 


In the absence of a proper consti- 
tutional channel, how can Congress 
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curb an inherent power of the states 
without repugnance to the Tenth 
Amendment of the Constitution? It 
is easy to understand how Congress 
can relinquish its commerce powers, 
even though exclusive, to the several 
states for regulation or taxation, but 
it is difficult to understand the consti- 
tutional competence of Congress to 
negate a right which is specifically 
reserved to the states by the Consti- 
tution. Or must we conclude that the 
Constitution is an efficacious instru- 
ment only when not contrary to the 
whims of federal agencies ? 

The United States Supreme Court 
has always held to the principle that 
a state tax imposed directly on net 
income is unrelated to the regulation 
of commerce and the commerce clause 
is powerless to prevent the imposition 
of the tax, even though the income on 
which the tax is imposed is derived 
from exclusively interstate operations. 
None of the citations I have seen, 
offered by proponents of Congres- 
sional action to curb a state’s power 
to tax interstate income, concerned 
a tax the incidence of which was net 
income. 


It may be that the cumulative bur- 
den in complying with numerous con- 
flicting laws by a corporation doing a 
limited 


business in many states re- 
sults in an undue burden on the com- 
merce and is repugnant to the national 
policy of an unimpeded flow of com- 
merce among the states. If competent 
evidence is submitted of such a situa- 
tion, I believe the Supreme Court of 
the United States would strike down 
the tax. But what about a tax with 
the same incidence on a much larger 
income derived from exclusively in- 
terstate operations in only a few states, 
where the burden of compliance con- 
stitutes no undue burden gn the com- 
merce? The incidence of the tax is 
the same; the character of the com- 
merce is the same; only the economic 
effect is different. 
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The present day malaise in the area 
of taxes can be attributed in large 
measure to the fact that tax 

policy decisions were made by 
default rather than with considered 
deliberateness because we pursued 
the course of expediency when in 
reality we should have been dealing 
with tax issues with courage and 
forthrightness. . . . We have in 
effect proved that taxes can 

thwart economic growth instead of 
establishing the principle that 

sound tax policy can contribute to 
achieving the kind of nation we seek. 
—Representative Thomas B. Curtis. 


As chairman of the Interstate Allo- 
cation of Business Income Committee 
of the National Tax Association and 
as a tax administrator, I am concerned 
about the problem of uniformly allo- 
cating and apportioning multistate in- 
come. I am opposed to any further 
encroachments by Congress on the 
powers of the states. However, the 
complex economy of this country of 
which all the states and the federal 
government are integral parts—with 
business activities, transactions, markets 
and taxing areas of each overlapping 
and not always moving in separate 
and distinct jurisdictional orbits 
makes wide the area between what is 
exclusively intrastate commerce and 
what is exclusively interstate commerce. 


While the decision of the United 
States Supreme Court in Northwestern 
and Stockham cleared up some of the 
“tangled underbrush of past cases,” 
the enactment of Public Law 86-272 
has resulted in much controversy and 
confusion and has left “little in the 
way of precise guides to the states in 
the exercise of their indispensable 
power of taxation.” The enactment 
of the new federal law only pyra- 
mided and accentuated the confusion 
which existed prior to the Northwest- 
ern-Stockham decision. I know of no 
way of resolving the difficulties and 
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clearing up the confusion except 
through some uniform basis of al- 
location and apportionment of all 
multistate income, regardless of the 
incidence of the tax or the character of 
the commerce from which the income 
is derived. So long as the measure is 
the same, there is no economic dif- 
ference in a tax unrelated to the regu- 
lation of commerce and a tax related 
to the regulation of commerce. Pene- 
trating beyond legal fictions and aca- 
demic jurisprudence, effect should be 
given to economic realities. 


As I view the situation at the present 
time, there are only three avenues of 
approach to a solution of this complex 
problem: (1) independent action by 
Congress, (2) independent state co- 
operation and (3) an interstate com- 
pact by the joint efforts of Congress 
and the states. 


As to the first, I am unalterably 
opposed to any means to achieve uni- 
formity that will, to any extent, usurp 
the powers and rights of the states 


or involve encroachment upon their 
jurisdictions by the federal govern- 
ment. It is my conviction that the 
tendency in that direction has already 
exceeded just national requirements. 
The record shows that once the fed- 
eral’s foot is in the door, it soon oc- 
cupies the premises. I think the 
states’ and nation’s interests would 
be better served by Congress releas- 
ing the restraints that have been placed 
upon the states by the Supreme Court 
where the tax is imposed on a privi- 
lege or other similar legal subject and 
the measure of the tax is net income. 


As to the second approach, it is 
extremely doubtful whether the states 
will ever--certainly not within the 
time now allowed—attain even a sem- 
blance of workable uniformity by in- 
terstate cooperation alone. For nearly 
half a century numerous studies have 
been made and formulas have been 
proposed for uniform use by the states ; 
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and, so far as interstate cooperation is 
concerned, the studies and proposals 
amounted to exactly nothing. 


The natural tendency of interstate 
cooperation is to move slowly. It has 
ever been so. The need for uniformity 
demands prompt action. The time 
element alone renders impracticable 
the approach to a solution through 
independent state cooperation. It is 
too striking a parallel to the story of 
the doctors conferring while the patient 
dies. No more certain course could 
be ‘pursued to accomplish the enact- 
ment of the least desirable of the 
three approaches—or even worse—some 
further attempted limitation of the 
states’ authority to tax interstate 
income. 


Now as to the third aproach, it is 
my opinion that the problem—because 
of its magnitude, feasibility and urgency 
—is one that should be approached 
jointly by the states and the Con- 
gress. Before any worthwhile uni- 
formity can be attained, there must be 
some centralized, authoritative and 
powerful influence moving in that di- 
rection—an influence which Congress, 
by reason of multistate impediments, 
is best fitted to initiate and supply. 


For reasons perhaps far removed 
from those presently involved, but 
none the more binding because of 
them, there is incorporated in the 
United States Constitution a prohibi- 
tion against entering into a compact 
without the consent of Congress. While 
it can hardly be imagined that Con- 
gress would refuse to give its consent 
to the favorable solution of a problem 
of such magnitude, nevertheless the 
provision of the Constitution must be 
respected, a provision the states ap- 
proved by the adoption of the Con- 
stitution. Thus, we see, if the states 
could and would agree on a basis of 
uniformity through independent state 
cooperation, the consent of Congress 
must still be obtained for its enforce- 
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ment. Without a binding compact, 
an independent political agreement 
would be as difficult to enforce as to 
obtain. 

Congress has a national interest in 
the economic growth and prosperity 
of the states. That which affects 
adversely the economy of the states can- 
not but in some degree affect ad- 
versely the national economy. The 
expense of compliance and adminis- 
tration with the various conflicting 
apportionments reflects not only a de- 
state revenue but also a 
decrease in federal revenue. Because 
of both state and national interests, 
Congress should intercede and furnish 
the necessary initiative and promotion 
—and even prodding of the states if 
necessary— to bring about a joint fed- 
eral and states compact for the uni- 
form allocation and apportionment of 
all multistate income regardless of the 
subject of the tax or the commerce 
character of the income. 


crease in 


Furthermore, there is an involve- 
ment with which only Congress can 
effectively deal—that of the states 
taxing exclusively interstate income 
when the subject of the tax is a privi- 
lege or some similar legal subject. It 
is my belief that any formula which 
apportions to a state for taxation the 
net economic benefits, reduced to net 
income, furnished by the state should 
not be held to be in conflict with 
the commerce clause of the United 
States Constitution, whether or not 
the income is wholly of an interstate 
character and without regard to the 
subject of the tax. In view of Su- 
preme Court decisions to the contrary, 
Congress alone has the remaining 
constitutional authority to prescribe 
and circumscribe the proper methods 
and bounds for imposing a privilege 
tax on exclusively interstate income, 
and to prescribe measurements for a 
fair and equitable apportionment of 
all interstate income among the sev- 
eral taxing jurisdictions. The solu- 
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tion to this problem is not state tax 
immunity to income the states have 
a constitutional right to tax, but a 
proper apportionment of all inter- 
state income. 

Where is the best starting point for 
uniform apportionment? The most 
widely accepted basis for uniformity 
is the formula approved in July, 1957, 
by the National Conference of Com- 
missioners on Uniform State Laws 
and subsequently endorsed by the 
House of Delegates of the American 
sar Association. While it is not all 
everyone hoped for, it is noteworthy 
that those who disagree are not them- 
selves agreed on what they want. 
Some definitions, I feel, could be 
improved without impairment to the 
effectiveness of the formula measure- 
ments. The proposal is at least a 
starting point for effective uniformity. 

The adoption of the proposed for- 
mula would accomplish two main 
objectives: (1) It would equitably 
allocate and apportion income to the 
states. (2) It is as simple as appears 
necessary for compliance and ad- 
ministration, to accomplish the first 
objective. 

The study which led to the NCCUSL- 
proposed formula was directed prin- 
cipally to three phases of the propo- 
sition: (1) the consideration of only 
unitary businesses operating in more 
than one state; (2) extending the 
application of the formula to all busi- 
ness other than public service opera- 
tions and financial organizations and 
(3) approaching a solution to the prob- 
lem on the basis of a three-factor 
formula, which appeared to provide 
the greatest area of common agree- 
ment by those most concerned. 


Some of the participants in prepa- 
ration of the proposed act thought 
that its application should be limited 
to businesses engaged only in manu- 
facturing, producing and selling, leav- 
ing—at least for the present—other 
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. . . the larger corporation subject 
to the maximum corporate rate of 
52 percent would need to earn twice 
as much as a cooperative to retain 
an equal amount for expansion. The 
smaller corporation subject to 

the 30 percent rate would need to 
earn 43 percent more than 

a cooperative to have the same 
amount left after tax.— 

Jay W. Glasmann, Assistant to the 
Secretary of the Treasury, 

in a statement before the Ways and 
Means Committee, February 1, 1960. 


types of businesses for later 
sideration. However, others—whose 
opinions prevailed—contended for the 
increased application as a matter of 
simplification, since in the proposed 
law an administrative remedy is pro- 
vided for correcting any distorted ap- 
portionments from application of the 
formula. 


con- 


The proposed uniform act defines 
taxable business income as income 
from sources connected with the 
taxpayer's regular trade or business, 
except that specifically exempt by 
statute. ' 


Rents, interest, dividends, royalties 
and all other intangible income de- 
rived from sources connected with the 
regular course of the taxpayer’s busi- 
ness are subject to apportionment; 
and such income derived from invest- 
ment capital not used in the regular 
course of the taxpayer’s business is 
allocable to the situs of the property 
or, having no determinable situs, to 
the place of executive control. “Capi- 
tal gains” income is subject to the 
same rule. 


As used throughout the proposed 
act, the words “allocate” and “allo- 
cation” refer to the procedure of as- 
signing specific items of income or 
deductions to a specific jurisdiction. 
In other words, income with a known 
fixed situs, such as rentals or profit 


State Tax News 


from the sale of real property, not 
used in the regular trade or business 
of the taxpayer, is allocable to the 
jurisdiction in which the property is 
located. For the same reason, the 
words “apportion” and “apportion- 
ment” refer to the procedure of at- 
tributing the total of integrated, uni- 
tary and unallocable items of income 
to various taxing jurisdictions on the 
basis of the prescribed uniform for- 
mula. In other words, income with 
no known fixed situs, such as income 
from sources in two or more states 
by reason of business activities carried 
on across state lines, is apportionable 
to the various jurisdictions on the 
basis of the proposed formula. 


As already suggested, the three- 
factor formula of property, payroll 
and sales appeared to meet with the 
greatest favor in the apportionment 
of net business income. Fewer fac- 
tors have the tendency toward dis- 
tortion, while more factors increase 
the cost of compliance and adminis- 
tration. 


As to the property factor, the act 
provides: “The property factor is a 
fraction, the numerator of which is 
the average value of the taxpayer's 
real and tangible personal property 
owned or rented and used in this state 
during the tax period and the denomi- 
nator of which is the average of all 
the taxpayer’s real and tangible per- 
sonal property owned or rented and 
used during the tax period.” 


In considering the property factor, 
two primary reasons were recognized 
to support its use: (1) the value of 
capital invested and (2) the use of the 
property in producing the income to 
be apportioned. If “capital invested” 
justifies its use, depreciated values 
must not be used but only the origi- 
nal cost or capital invested in the 
property. It is recognized that prop- 
erty acquired at different price levels 
under vastly different economic con- 
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ditions may distort income when valued 


at “capital invested,’ but the use of 
depreciated values further exaggerates 
the distortion. While the property 
at fair market value has its strong 
point as to equity, it completely ig- 
nores the “capital invested” principle 
and creates an area of controversy and 
uncertainty in both compliance and 
administration. This is sought to be 
avoided. 


To limit the property factor to only 
“capital invested” excludes the “use” 
principle, and creates many and fur- 
ther exaggerated inequities in appor- 
tionments. It is agreed that to have 
a well-balanced factor, both “capital 
invested” and “use” principles must 
be employed and that compensation 
paid for “use” must be capitalized so 
as to assign the same value to the 
property as if owned. It is agreed 
that the most acceptable basis for 
such capitalization, and the one pres- 
ently in use in some states, is eight 
times the compensation paid for “use”’ 
less any amounts received by the tax- 
payer from subrentals. 


The payroll factor, in defining “com- 
pensation” for purposes of the factor, 
uses language drawn verbatim from 
the federal unemployment compensa- 
tion act, and has the advantage of 
current and widespread application. 
It is simple in both compliance and 


administration, and reasonably re- 
flects the value of the activity to the 
place where the activity occurred. 
Little opposition is offered to the 
factor, and such as is offered betrays 
a selfish interest. 

The most controversial factor of 
the formula is the sales factor. This 
is no new fact; it has always been so. 
In the use of the property and pay- 
roll factors, great weight has been 
reflected to the place of manufactur- 
ing. To define a sale for purposes of 
the formula so as to reflect its weight 
at the point of shipment grossly dis- 
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torts the apportionment of income 
from where it was earned and cap- 
tured. It is now generally recognized 
that the market for goods, the place 
of the customer where the profit from 
the sale of goods is captured, should 
have and must have, if uniformity is 
to be achieved, a greater consider- 
ation in apportionments than has 
heretofore been given it. 


Since the inception of apportion- 
ment laws, manufacturing has been 
recognized as a major taxable event; 
accordingly, in apportioning income, 
its weight has been reflected to the 
state where the manufacturing was 
done. If this recognition is justifiable 

and it is—then, in giving proper 
value to a sale, its weight must be 
reflected to the place of market, where 
the profit was captured. The place of 
market is stable, it cannot be moved 
or shifted, and without it there is no 
profit. 


When a corporation invests large 
sums of money in manufacturing fa- 
cilities in a state, it has contributed 
to the economic and general welfare 
of the state. It may well be said that 
the corporation’s contribution to the 
state exceeds the state’s contribution 
to it. But for a corporation to market 
its products in a state, it has only to 
exploit the market. No large invest- 
ments in facilities are needed, no sub- 
stantial payrolls are created within 
the state, and the state receives little 
or no budgetary gain for having fur- 
nished the market. 


The differential in benefits and values 
furnished by the state to manufac- 
turers within the state who compen- 
sate in kind, over that furnished by 
the state to the exploiter of state 
markets for little or no compensation 
in kind, greatly favors the market as 
a major factor in apportioning in- 
come for state tax purposes. 

Furthermore, the available market 
of a state is as much an asset of the 
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Tell me now, what should a man want 
But to sit alone sipping his cup 
of wine? 
| should like to have visitors come 
to discuss philosophy 
And not to have tax collectors 
coming to collect taxes. 
—Wang Wei (699-759). 


state as any other income-producing 
asset of the state. It is an intangible, 
yes, but nonetheless a real income- 
producing asset; and it should be 
accorded its weight in the measure- 
ment of income subject to tax. I be- 
lieve it is as much within the power 
of the state to impose a tax upon the 
net income of a foreign corporation 
derived from the exploitation of a 
state’s market, as it is to impose a 
tax on the net profit derived from the 
cutting of timber or the extraction of 
minerals or other natural resources 
within the state. The taxable situs of 
income is the place where it is earned 
or produced—if by market, the place 
of market; if by labor, the place where 
the labor is performed; if by capi- 
tal, the place where the capital is 
employed. 

Therefore to give effect to a more 
equitable and realistic apportionment, 
the proposed uniform formula allo- 
cates sales principally on a delivery 
Sales to the United States 
Government are attributed to the state 
of origin, since the delivery state in 
this instance is not necessarily the 
location of the market or the ultimate 
destination of the product shipped. 
Sales for delivery to states without 
jurisdiction to tax also are attributed 
to the state of origin to assure that 
such sales are included in the appor- 
tionment and to compensate 
states of origin for the loss of any 
sales into the state from foreign juris- 
dictions. 


basis. 


basis 


The proposed sales factor combines 
two facets of gross receipts. One facet 
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relates to receipts from the sales of 
tangible personal property and the 
other to all other receipts subject to 
apportionment, such as receipts from 
the sale of real or intangible property, 
interest, royalties, etc., not allocable 
to some specific jurisdiction. 


With the inclusion of the desti- 
nation principle in the sales factor, it 
is well to consider that a heavy indus- 
trialized state is a large consuming 
state, and the weight of the factor is 
reflected at the place of consumption. 


While the proposed uniform for- 
mula does not do so, I would like for 
it to be expanded to include public 
service operations and financial or- 
ganizations. The determination of a 
proper basis of allocation and ap- 
portionment may be more difficult 
in these two areas, but it is not im- 
possible of a reasonable solution. We 
must bear in mind that the measure- 
ment of the income to be taxed must 
have a close relationship and insepa- 
rable tie to the protection and bene- 
fits supplied by the state and the 
amount of tax exacted. The basis of 
measurement which may be reasonable 
when applied to one public service 
corporation may be altogether unrea- 
sonable when applied to another of a 
different type of operation. The same 
applies to a difference in the nature 
or subject of the tax. For instance, 
a measurement of revenue miles to 
determine the amount of a railroad’s 
income tax might not be a proper 
measure to determine the amount of 
an excise on the activities and mainte- 
nance of an interstate pipeline. 


For a tax measured by net income, 
[ mention three types of public serv- 
ice corporations and suggest a uni- 
form basis for the apportionment of 
income subject to tax. 


(1) Consider railroad companies, 
bearing in mind that no formula is 
an exact science and that any formula 
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is designed to accomplish two results: 
(a) Reflect appropriate weight of the 
factors producing income to be ap- 
portioned and (b) make simple com- 
pliance and administration. The two 
results may seem paradoxical but are 


not impossible of reconciliation. 


For property tax purposes, migra- 
tory property of railroads in the ratio 
of miles traveled in the state to miles 
traveled everywhere has been held by 
the Supreme Court to be a proper 
basis for levying the tax. Since a 
railroad derives its income chiefly 
from the transportation of persons 
and freight cargo and since the net 
income to be apportioned is earned 
only as the migratory property travels, 
it appears that mileage times the 
revenue received or revenue miles 
would be an acceptable basis to ap- 
portion income and would solve, to 
a reasonable extent, the paradox of 
accuracy and simplicity. 


(2) Consider a pipeline company 
whose principal income is derived 
from the transportation of petroleum 
products measured by barrels. The 
income to be apportioned is earned 
when, and in the jurisdiction where, 
one barrel is transported one mile, 
without the rate fluctuation to which 
railway cargo is subject. Thus, it 
seems that a fair basis of apportion- 
ing income of this particular type of 
pipeline company would be barrel 
miles within the state to barrel miles 
everywhere. 


(3) Consider an airline company 
which presents a more confusing and 
complex problem. Unlike the railroad 
and pipeline companies where road 
beds and rights-of-way must be main- 
tained and income operations within 
the state chiefly limited thereto, the 
airline company may operate a fleet 
of planes through the air over the 
state with little or no ground contact 
with the state. In such a situation, 


technical jurisdiction 
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Furthermore, the company may oper- 
ate planes over the high seas where 
no state or country has any semblance 
of jurisdiction. To apportion income 
on the basis of a formula of which 
mileage is a major component would 
attribute income for taxation to a 
state from which little or no compen- 
satory benefit had been received and, 
in the case of the high seas, not even 
the power or need to tax. Thus, it is 
apparent that a different and more 
fluid formula must be used to appor- 
tion the income of airline companies. 


Since all of the income received by 
an airline company is attributable to 
jurisdictions supplying police protec- 
tion and both civil and commercial 
benefits and having the constitutional 
right to ask something in return, all 
of the net income should be appor- 
tioned to the jurisdictions in the ratio 
that business activities were performed 
therein and benefits 
were enjoyed. To meet this end equi- 
tably and simply, I would suggest a 
two-factor formula of receipts from 
loadings within the state to receipts 
from loadings everywhere, and the 
receipts from unloadings within the 
receipts from unloadings 


compensatory 


state to 
everywhere. 


A sound and fair basis of allocating 
and apportioning income of financial 
organizations, I must confess, poses a 
problem to me. Financial institutions, 
particularly those engaged in com- 
mercial banking, possess a unique ad- 
vantage in opposing legislation they 
do not like. In the past they have 
been effective in the exercise of that 
advantage, and there is no reason at 
this time to think they will abandon 
it. Personally I do not look upon 
financial institutions—as necessary to 
the commerce and well-being of this 
nation as they are—as “sacred cows” 
at whose shrines the states should 
bow in the matter of taxation. Prop- 
erty taxes should be assessed on the 
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same basis as other legal entities. 
Even shrines of worship—churches, 
if you please—should not be exempt 
from taxes on property and earned 
income. 


I do not think that interstate credit 
circulation or money exchanges among 
the states should be impeded by any 
type of tax whatsoever. The free flow 
of credit money is paramount—an ab- 
solute necessity—to a healthful and 
virile economy, the bloodstream of our 
commercial and industrial life, the en- 
ergizing power of our national growth 
and existence. No privilege taxes or 
economic restraints of any nature 
should be permitted to hinder the free 
exchange and circulation of money 
and credit, regardless of the nature of 
the commerce, However, the “inter- 
state credit circulation and money ex- 
changes among the states” having 
been accomplished, I know of no rea- 
son why the profit derived therefrom 
should not contribute to the revenue 
needs of the states on the same basis 
as the manufacturers, merchants, util- 
ity operators, etc. Therefore, interstate 
operations of financial institutions are 
not impeded if only the profit is taxed 
—and that on a uniform basis. Re- 
duced to this simplification, a basis of 
income measurement is easily available. 


However available are the factors 
for the apportionment of multistate 
income in the various categories of 
our economy, it is my opinion that 
one of the first requisites to a suc- 
cessful uniform apportionment is the 
broadening of the tax base by the 
federal government. One of the major 
difficulties to obtain uniformity by the 
states is the unwillingness of state 
governments to accept the presently 
eroded tax base of the federal govern- 
ment as a proper base for apportion- 
ment. If the Congress will broaden 
the federal base along the lines pres- 
ently being advocated by Congress- 
man Mills, uniform apportionment laws 
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will be much nearer an accomplish- 
ment for state income tax purposes. 


In order to broaden the base and 
have as many taxpayers as possible 
participate in bearing the tax load, 
[ think that no deduction—not even 
personal exemption—should be allowed 
from adjusted gross income and that 
rates should be lowered to produce 
only the revenue necessary for na- 
tional requirements. If relief must be 
given in some form, let it be in the 
form of a tax credit and not an ex- 
emption from the income tax base. 


The present federal income tax code 
is a monstrosity. When tax rates ex- 
ceed 50 per cent of net income, initi- 
ative is inevitably diverted from the 
earning of a dollar to saving one. 
In fact, economics favor the latter. 
Thus, production—the very lifeblood 
of commerce—slows down, decreasing 
the tax base and necessitating still 


higher rates. When economic incen- 


tive to save by reason of the tax struc- 
ture is ten times what it is to produce, 
something is fundamentally wrong 
with the structure. 


If Congress will broaden the tax 
base so that state governments will 
accept it as a proper base for the ap- 
portionment of income for state tax 
purposes and will enact a uniform 
basis of apportionment acceptable to 
the states, a joint state-federal agency 
could be established for the purpose 
of properly and impartially allocating 
and apportioning income for state tax 
purposes. Only a copy of the federal 
return plus information as to prop- 
erty, payroll and sales of the various 
states would be required to effectuate 
the program. By such a program, 
compliance will be made simple and 
the cost reduced to a minimum to 
both the taxpayer and state govern- 
ments; the cost of both compliance 
and collection, in the final analysis, 
is borne by the taxpayer. 
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Federal and state audit procedures 
could be correlated, made more effec- 
tive and greatly reduced in cost. Of 
course, the fixing of rates and the 
assessment and collection of taxes 
would remain strictly the function of 
the individual states. 

The extent to which states may 
or may not tax interstate operations, 
or the income therefrom, is now so 
indeterminable that the business com- 
munity and tax administrators are 


tremendously concerned about the 
importance to be assigned this prob- 
lem by the committees of Congress 
charged with the responsibility of 
making a study of it, and reporting 
the findings, by not later than July 
1, 1962. We are concerned not alone 
about the rights and needs of state 
and local governments but also about 
the economics involved and the simpli- 
fication of administrative and _ fiscal 
policies. 


COMMON STOCK AND THE BAIL-OUT SECTION— 


Continued from page 398 


confined to dividends of treasury 
stock.* This requirement might be 
urged, however, as an administrative 
means to prevent the “tailoring” of 
dividend stock issues so that, although 
they remain common, they help some- 
what to facilitate a bail-out. For in- 
stance, under this rule a dividend of 
nonvoting common on voting common 
would not qualify as a dividend of 
common stock. 

Since the classification of stock (as 
common or otherwise) is determined 
at the time of its issuance, stock 
which is once common (for purposes 
of Section 306) cannot later be treated 
as Section 306 stock, regardless of the 
manner in which it is subsequently 
used.’® But this is not to say that a 
“free” bail-out could be accomplished 
with such stock: Section 306 was a 
loophole-closing (rather than relief- 
giving) provision, and a transaction 
not within its literal terms will still 
be subject to attack under the step- 
transaction, business-purpose, or other 


so-called “smell” tests. While the 
Chamberlin case, cited above, went 
far toward upholding the separate- 
ness, for tax purposes, of the various 
steps in a bail-out, the court clearly 
indicated that this would be done only 
if the issuance, sale and holding of 
the distributed stock were all bona 
fide. Thus, if the distributed stock 
were redeemed from the outside pur- 
chaser shortly after he had purchased 
it, he might be treated as a mere 
conduit for the original shareholders. 
The court in Chamberlin also indi- 
cated that if the distributed stock 
were not held by the outside pur- 
chaser as a bona-fide investment, the 
sale to him would be disregarded. 
Further, it would seem that a pre- 
issuance agreement to redeem the 
stock, aside from its probably ad- 
verse effect on the commonness of 
the stock, might cause it to be re- 
garded as a mere right to income, 
and not as “stock” for purposes of 


Section 305. [The End] 





* Under Sec, 19.27(d)-1 of Regs. 103, the 
taxability of stock dividends paid in treas- 
ury stock depended on whether the dividend 


stock was the same as unissued stock or 
was corporate “property” (that is, held for 
investment after being reacquired). By T. D. 
5290 (August 13, 1943), which amended 
Sec. 19.115-7 of Regs. 103, the Commissioner 
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returned to his earlier position (I. T. 2449, 
VIII-1 CB 101) that the fact that a divi- 
dend was paid in treasury stock would not, 
by itself, render it taxable. 

* Subsequent agreements relating to the 
exercise of the rights given by the stock 
might, however, affect its classification. 
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Three books of interest to tax men are reviewed here: 
Robert S. Holzman's Federal Income Taxation; The Law 
and the Profits by C. Northcote Parkinson; and an aid 
to anyone concerned with German income tax problems. 


German Income Tax Relief 
with Respect to Foreign Taxes 

Steuerermaessigung bei auslaendischen 
Einkuenften. Dr. Hans Flick. Heider- 
Verlag, Bergisch Gladbach, Germany. 
1959. 207 pages. DM 28.50. 

This book gives a stimulating and 
thorough review of the tax relief 
granted under the German income tax 
law for foreign taxes paid by a tax- 
payer subject to unrestricted German 
income tax liability—more or less the 
equivalent of a “resident” taxpayer 
for United States income tax pur- 
poses. Such taxpayers are allowed a 
credit for foreign income taxes against 
their German income tax. The pres- 
ent foreign tax credit is a relatively 
new feature in the German income tax 
law. In many ways it resembles and 
appears to be patterned on the foreign 
tax credit under IRC Section 901. 
Foreign taxes may also be taken as a 
deduction from taxable income in cer- 
tain cases, 

The author not only reviews the 
credit and deduction provisions in de- 
tail, but also makes interesting com- 
parisons with the British and American 
foreign tax credit systems. The effect 
of income tax conventions entered 
into by Germany is discussed. Fur- 
thermore, the book contains a list of 
foreign taxes which qualify for Ger- 
man tax credit, and the credit compu- 
tation is explained in detail, The 
author has some reservations about 
the adequacy of the foreign tax credit 


Books 


system as a whole, both as applied 
by the German income tax law and 
by IRC Section 901. The book should 
be a valuable aid to anyone concerned 
with German income tax problems. It 
was prepared under the auspices of 
the German Section of the Interna- 
tional Fiscal Association—FRANz M. 
JosEPH. 


Parkinson's Second Law 


The Law and the Profits. C. North- 
cote Parkinson. Houghton Mifflin 


Company, 2 Park Street, Boston 7, 


Massachusetts. 1960. 246 pages. $3.50. 


This book tells us what we already 
know—but it is the method and the 
manner by which the author tells us 
the plain truth which makes it a highly 
entertaining book and one that every 
tax man should read because he and 
his friends will chuckle for months 
over Parkinson’s lively, sarcastic and 
slightly iconoclastic style. We should 
also point out that for a book on 
taxation, this one is wonderfully 
illustrated. 


The second Roosevelt to assume 
the office of President of the United 
States had among his measures for 
recovery some new taxes and an in- 
crease in some old taxes. As the 
years went by, many critics of his 
fiscal policy advocated the levy of 
high taxes during periods of pros- 
perity and the levy of low taxes dur- 
ing periods of depression. The war 
came, and taxes continued to increase. 
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Then came the peace. Each suc- 
ceeding President has deplored high 
taxes, but taxes have increased in 
prosperity, in peace and in spite of 
Presidential promises. Parkinson takes 
a shot at this clay pigeon and 
smashes it to bits by pointing out the 
simple truth that the more money 
you give a government, the more 
money it is going to spend—expendi- 
tures rise to income. Says the au- 
thor: “There can be no economy while 
the public revenue is made roughly 
equal to the sum of the departmental 
demands. The economy must begin 
with fixing the revenue as a propor- 
tion of the national income and in- 
forming each department of the total 
expenditure it must not exceed.” 


Some years ago, there was an or- 
ganization which proposed that our 
federal income tax be limited to 24 
per cent. This organization attempted 
to amend the Constitution by the 
backdoor route to impose this limit. 
Says Parkinson: “Where should the 
peacetime limit be drawn? It should 
be fixed at 20 per cent of the national 
income, well short of the point (25 
per cent) at which the tax will cause 
inflation and further from the point 
(30 per cent) at which a country’s 
international influence must begin to 
decline. From such a peacetime level 
the taxes can be safely raised in time 
of war, provided only that they are re- 
duced again when the conflict ends. 
The perpetual danger, however, is 
that the wartime tax level will be 
afterwards maintained—peacetime ex- 
penditure having risen to meet it— 
with long-term disaster as the inevitable 
sequel.” 

The book begins with a delightful 
anecdote of a rich patient and a rich 
doctor who decide that, because of 
their tax positions, adequate pay for 
a $4,000 operation is two cases of 
Scotch. 


The story points up what 
all tax men know—the value of a tax 
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deduction is $520 for every $1,000 
deductible, and if you’re working ona 
5 per cent margin, it would mean that 
sales would have to be increased 
$10,400 to net the same amount. 


Then there is the story of the capi- 
tal gain: “Amidst the obscurities there 
looms, however, one fundamental prin- 
ciple, and that is the distinction be- 
tween capital and income. In the 
department concerned with tax collec- 
tion—but in no other public depart- 
ment—this distinction is generally 
recognized. Significantly, this same 
distinction is observed to this extent 
in the United States, that long-term 
capital gains are taxed at no more 
than 25 per cent—a fact which has 
colored the whole complexion of the 
stock market, making speculation rather 
than investment the primary concern. 
The distinction is recognized for this 
reason, that income is subject to tax 
and capital subject to death duties. 
It is therefore the object of the tax 
avoider to have no income (but merely 
capital) while he lives, no capital 
(but merely income) when he dies. 
The tax collector’s point of view is 
exactly the opposite. He sees nothing 
but income during the victim’s life 
and nothing but capital at his death. 
To reconcile these diametrically op- 
posite views within the strained and 
tottering framework of the law is 
definitely a task for the expert.” 


It is a highly entertaining book, 
especially for tax men. 


Holzman on Taxes 


Federal Income Taxation. Robert S. 
Holzman. The Ronald Press Com- 
pany, 15 East 26th Street, New York 
10, New York, 1960. 775 pages. $8. 

Knowledge of what to do before 
and after the tax form is filed is just 
as important as familiarity with the 
return itself. Dr. Holzman, a profes- 
sor of taxation at the New York Uni- 


May, 1960 ® TAXES—The Tax Magazine 





versity Graduate School of Business, 
traces the logical sequence of building 
up income, subtracting deductions 
and exemptions, applying credits and, 
finally, computing tax. 


This book is basically designed to 
serve as a text for federal income 
taxation courses. The author outlines 
the obligations of being a taxpayer, 
stressing the need for, and the form 
of, work papers and emphasizing the 
rule of burden of proof. “Preparation 
of tax returns,” he says, “is only one 
phase of a process that has as inte- 
grated elements these factors: plan- 
ning a transaction, weighing alterna- 


tive courses of action, accumulation 
of data, mathematical computation, 
and justification of what appears on 
the tax return.” 


Whole chapters are devoted to such 
items as capital gains, net operating 
loss, contributions and business ex- 
penses. Subsections show the differ- 
ences between individual and corporate 
treatment of these categories. Every 
portion of the text is related to the 
appropriate section of the 1954 Inter- 
nal Revenue Code. The book is a 
comprehensive guide for those inter- 
ested in principles of taxation and tax 
planning, 
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portation, meals and lodging while 
away from home overnight, entertain- 
ment expenses, and other business 
expenses. 

A detailed accounting must be 
given the employer on traveling ex- 
penses such as (1) the date and place 
of travel, (2) the cost of transporta- 
tion, (3) the number of days away 
from home overnight and (4) the 
costs incurred for meals, lodging and 
miscellaneous business expenses such 
as cab fare and telephone costs. Large 
or exceptional expenses must be sup- 
ported by receipts. 

Engineer functions of IRS recog- 
nized.—The Commissioner has reor- 
ganized the engineering functions 
under the Assistant Commissioner 
(Technical) by abolishing the former 
Engineering and Valuation Branch 
and establishing three new branches. 
These new engineering branches are 
Appraisal Branch, headed by Webster 
C. McEachern as acting chief; Na- 
tural Resources Branch, headed by 
Delbert W. Williams as acting chief; 
and Court Defense Branch, headed by 
Amos T. Pagter as acting chief. 

The reorganization gives practical 
effect to the fact that engineering 
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fields, in a professional sense, differ 
widely and require specialized ap- 
proaches. The Commissioner expects 
the new reorganization to help ex- 
pedite consideration and closings of 
engineering matters referred to the 
national office of the IRS. 


New director of International Oper- 
ations Division.—The world-wide In- 
ternational Operations Division of the 
IRS has a new director. Dean J. Bar- 
ron, formerly assistant director of the 
National Office Audit Division, was 
appointed director of IOD and will 
direct the vast international activities 
of the IRS. The IOD, with offices 
throughout the world, works closely 
with the United States Embassies to 
help United States citizens residing 
abroad with tax matters. The division 
also receives tax returns filed in the 
Canal Zone, Puerto Rico and the Vir- 
gin Islands. 


The Tax Court 


A petition has been filed in the Tax 
Court of the United States testing 
the new “lobbying expense” regula- 
tion of the IRS under Regulations 
Section 1.162-15(c). This regulation 
flatly states that “expenditures for 
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lobbying purposes, for the promotion 
or defeat of legislation, . . . are not 
deductible from gross income.” 


Tax Court Petition No. 85,506, filed 
by George E. and Elizabeth Johnson, 
the disallowance of an 
amount representing the petitioners’ 
portion of legal expenses incurred by 
a group of investors in 1955 in con- 
nection with legislation in Maryland 
which would have authorized the es- 
tablishment of companies to write 
variable annuity contracts within the 
state. 


contests 


The petitioner-husband, the orig- 
inator of the variable annuity contract 
plan, told the Tax Court that the ac- 
tivities of the attorneys representing 
the investor group were confined to 
strictly legal functions. These func- 
tions included drafting legislative 
bills with the advice and assistance of 
the Maryland Insurance Department, 
briefing the taxpayer-husband for the 
oral presentation at the public hear- 


ings, and explaining the bill to the 
Maryland Attorney General, to the 
chairmen of the state house and sen- 
ate committees, and to the governor’s 
office. 

Most of the petitioner’s income in 
1955 was derived from the variable 
annuity business, and he claims that 
the fees were necessary in order to 
get legislation passed which would 
permit him to write variable annuities 
in Maryland. 


Vigorous protests against the lob- 
bying expense regulation were pre- 
sented at public hearings before the 
IRS last November. At these hear- 
ings, spokesmen for chambers of 
commerce, labor unions and other as- 
sociations told the IRS that the Treas- 
ury should request Congress to enact 
legislation which would clarify the 
law and permit the deduction of ex- 
penses of appearing before legislative 
committees on subjects concerning 
the taxpayer’s trade or business. 


FROM THE THOUGHTFUL TAX MAN—Continued from page 375 


“In determining the period for which 
the taxpayer has held property however 
acquired there shall be included the 
period for which such property was 
held by any other person, if such 
property has the same basis in 
whole or in part in his hands as it 
would have in the hands of such other 


person.” (Italics supplied.) 


The conclusions by the Treasury 
Department.—With only minor differ- 
ences, the quoted words of the statute 
are the words selected by the writer 
of Rev. Rul. 59-220. From all the fore- 
going, the Treasury has concluded: 

(1) The concept of “acquisition” 
employed in determining holding periods 
has no relationship to the statutory 
concept of “acquisition” employed in 
the Code for basis purposes. These 
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concepts are separate and distinct and 
each should be read as affecting only 
the subject to which it relates (Mc- 
Feely, Rev. Rul. 59-86). 

(2) For holding purposes, acquisition 
occurs when ownership of the prop- 
erty in question is obtained (Howell) 
and the concept of ownership em- 
ployed is found in applicable state law. 

(3) Normally, under state law, owner- 
ship is obtained upon the passage of 
title (Patterson v. Hightower). Thus, 
the holding period is ordinarily to be 
computed from that date. However, 
in stated circumstances, the Code re- 
quires the “tacking on” of the holding 
period of a prior holder. Thus, through 
the operation of the latter rule, the 
holding period of property acquired 
by inheritance commences at the date 
of the decedent’s death regardless of 
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whether title has passed directly or 
whether the property has been subject 
to administration (McFeely; Camp- 
bell). 

(4) In the instant case, according 
to the laws of Texas, the taxpayer 
obtained a vested proprietary interest 
in her share of the community on 
acquisition by the community (Hop- 
kins v. Bacon). Therefore, in the case 
of the surviving spouse’s share, the 
holding period dates from the date of 
acquisition by the community. 


Analysis and interpretation.—N oth- 
ing in the Treasury ruling is sup- 
ported by the citations. The statute 
is directly to the contrary. Whether 
the statute represents a change at 
some time after the court decisions 
is not important for the present pur- 
pose, because not one of the decisions 
remotely relates to the problem of the 
acquisition date by a surviving spouse. 
Rev. Rul. 59-86 has no remote relation 
either, and, having been issued at 
approximately the same time, it would 
hardly be authority for the later ruling 
if the later ruling conflicts with the 
statute. 


Congress has the undoubted power 
to prescribe uniform rules of taxation 
without references to techniques and 
refinements of wording in local law. 
Under this power Congress has en- 
acted the statute quoted above, which 
defines the entire limits of the ques- 
tions and supplies in unambiguous 
terms the whole of the answers to 
the questions. The statute may be 
restated in its essential provisions, as 
related to the problem herein, as 
follows: 

(1) The surviving spouse’s one-half 
share of community property shall be 
considered to have been acquired from 
the decedent. (There is no ambiguity 
here. At least half of the community 
property must have been included in 
the gross estate of the deceased. This 
provision permits the deceased to have 


From the Thoughtful Tax Man 


designated an exempt beneficiary, such 
as a charity, to have received the one 
half over which the deceased had tes- 
tamentary disposition, because the 
charitable deduction has nothing to 
do with the inclusion in the gross 
estate. ) 


Under the Congress’ power of uni- 
formity of rules, it has stated that the 
survivor acquired the property from 
the decedent. The survivor is denied 
any election in the matter. It is thus 
made immaterial that the survivor 
may or may not have had a vested 
interest at the date of the original 
purchase by the spouses during the 
lives of both. What the rules of each 
state may be is not taken into con- 
sideration at all. 


The effect of this rule is that all 
prior dates are wiped out completely, 
and the survivor is deemed to be 
equivalent to a purchaser on the date 
of death of the decedent. (The only 
significant citation in Rev. Rul. 59-220 
is therefore the McFeely decision, which 
held that the holding period com- 
menced on the date of death.) 


(2) If acquired from the decedent, 
the statute goes on to say, the basis 
shall be fair market value at date of 
the decedent’s death. (There is no 
ambiguity here. Rev. Rul. 59-86 is 
not to the contrary, because the prop- 
erty was not acquired from the de- 
cedent—although an estate tax was 
imposed on a transfer to avoid the 
tax.) 


(3) An additional holding period 
shall be tacked on, but only under 
the conditions stated in Section 1223. 
The conditions are: (a) The property 
was held by some other person prior 
to holding by this taxpayer. (b) The 
basis in the hands of this taxpayer 
is the same (in whole or in part) as 
in the hands of that prior person. (c) 
If (b) is true, the prior holding period 
shall be included “however” the tax- 
payer has acquired the _ property 
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(“however” meaning “in whatever 


manner’). 


(4) This leaves only one test. Is 
this taxpayer’s basis the same as the 
prior person’s? 


In the case of the spouses under 
community property, the basis of the 
decedent during his life is wiped out 
forever. It is possible for the decedent 
to have paid substantially more than 
the amount of the valuation at his 
later death, but he cannot have pre- 
served his basis (except by transfer 
in trust, which is not involved here). 

So, the survivor’s basis is not the 
basis of the decedent’s one half. Also, 
the survivor’s basis is not one half of 
the original purchase price attributable 
to the survivor because, under the 
statute, the survivor’s basis was wiped 
out at the same time that the dece- 
dent’s basis was cleaned from the slate. 

(5) Who could be the “prior per- 
son,” with respect to the survivor, 
to make the rule of tacking on a hold- 
ing period apply? The only answer 
is the decedent’s estate, because the 
survivor DOES HAVE the same basis 
in whole or in part as the estate from 
whom the survivor is considered to 
have acquired the property. 


(6) There are other reasons for the 
“tacking on’ provision. A _ partner 
may receive a distribution in kind 
from his partnership. A corporation 
may liquidate under the one-month 
rule. A taxpayer may receive prop- 
erty by gift. A transferor may trans- 
fer property to a corporation under the 
tax-free rules. Thus, the “tacking on” 
statute does not exist in a vacuum and 
have reference only to the husband- 
and-wife situation—as a consequence 
of which it must be applied as pro- 
posed by Rev. Rul. 59-220 in order to 
have a reason for existence. 


(7) Congress might have provided 
that the holding period should include 


“ 


(a) the 
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tacked on” period defined in 


May, 1960 @ 


the statute and (b) the survivor’s 
ownership of the property for the 
period prior to death. Under the rules 
of statutory construction, Congress 
by failing to provide for (b) meant 
to exclude that possibility. The period 
of time of the prior owner—for ex- 
ample, the decedent—has been wiped 
out. The survivor’s time of ownership 
is wiped out because the survivor did 
not acquire the property for his or her 
own account, but instead acquired the 
property, under Section 1014, from the 
decedent. For this limited purpose, 
it is as if the community status of 
the property were obliterated for the 
moment and the decedent temporarily 
became the owner and devised it to 
the survivor, whether under state law 
he could have done so or not. 


Conclusion.—Nothing is gained by 
extending this discussion to include 
more dissection of the words and 
phrases in Rev. Rul. 59-220. Perhaps 
the worst offense is the attempt to 
state that “acquisition” means one 
thing one moment and something else 
the next. Almost everything in the 
ruling is completely out of bounds 
and would not be permitted under 
the usual rules of parliamentary pro- 
cedure. 

Whatever may have been the situa- 
tion for community spouses during 
the lifetime of both—for cost and for 
holding period-—disappears on the 
death of the first to die. The survivor 
is governed for federal income tax 
purposes by the statute, and the stat- 
ute is pretty plain and blunt that basis 
and holding period start all over 
again. If that results in a decrease 
from original cost, the parties could 
or should have protected their basis 
by use of a trust or a tax-free transfer 
to a corporation. If it results in a 
higher cost than before, the parties 
have “bought” that additional basis, 
so to speak, by the payment of the 
estate tax. [The End] 


TAXES —The Tax Magazine 





Meetings of Tax Men 


University College, University of 
Chicago, Income Tax Seminar.—Tax 
planning for corporate executives is 
the subject of the Fourth Annual 
Federal Income Tax Planning Seminar, 
sponsored by the University College, 
University of Chicago. The seminar, 
an intensive one-day lecture-discus- 
sion meeting, will be held on May 20, 
9 a. m. to 5:15 p. m., at the Pick 
Congress Hotel, Chicago, Illinois. The 
meeting is designed to present cur- 
rent material on tax planning prob- 
lems confronting corporate tax officers, 
with emphasis on planning for tax 
savings. The speakers, nationally 
prominent tax practitioners, will lec- 
ture for the first portion of each hour 
and then lead an open discussion period. 
Questions on any phase of the topic 
discussed will be welcomed. 


The lecturers and their subjects are 
William K. Traynor, CPA, partner, 
Arthur Young & Company, present 
status of nonmonetary fringe benefits 
available to corporate executives; 
Charles Melvoin, CPA, partner, Alt- 
schuler, Melvoin & Glasser, tax prob- 
lems of real estate syndicates ; Donald 
J. Yellon, partner, D’Ancona, Pflaum, 
Wyatt & Riskind, current cases con- 
cerning depreciation, salvage value 
and useful life; Paul Johnson, CPA, 
partner, Ernst & 
income and deductions; 
Hoffman, CPA, partner, Price Water- 
house & Company, inventories and 
determination of taxable 
Weisbard, CPA, partner, 
George L. Weisbard & Company, 
partisan factors in valuation of closely 
held corporate securities; and Burton 
L. Graubart, CPA, California Eastern 
Aviation, Inc., current problems con- 
cerning state taxation of interstate 


Ernst, timing of 
Raymond 


income; 
George L. 


commerce, 


Further information is available from 
the Registrar, Downtown Center, The 


University of Chicago, 64 East Lake 
Street, Chicago 1, Illinois. 


New York Chapter, Chartered Life 
Underwriters, Estate Planner’s Day. 
—The Twelfth Annual Estate Plan- 
ner’s Day of the New York Chapter, 
Chartered Life Underwriters, was 
scheduled to be held at the Statler- 
Hilton Hotel, New York City, on 
\pril 27. The planned feature was to 
be a panel discussion on “Estate Plan- 
ning for the Professional Client.” 
Scheduled panel members included 
the following specialists: Don J. Summa, 
CPA, Arthur Young and Company; 
Israel Unterman, CLU, president of 
Unterman Associates, Inc.; Jerome B. 
Cohen, economics professor, Baruch 
School of Business and Public Ad- 
ministration; Barton E. Ferst, part- 
ner, law firm of Blank, Rudenko, 
Klaus & Rome, Philadelphia; John 
M. Grotheer, assistant vice president, 
Chase Manhattan Bank; and Stuart 
A. Monroe, CLU, moderator. 


Virginia Conference on Federal 


Taxation.—The Virginia State Bar 
Association and the Virginia Society 
of CPA’s, together with the Univer- 
sity of Virginia Law School, will 
sponsor the Twelfth Annual Virginia 
Conference on Federal Taxation. It 
will be held at the University of 
Virginia Law School, June 23-25. A 
tentative program includes Frederic 
A. Nicholson, John S. Ballard and 
Paul D. Yager. Mortimer M. Caplin 
chairman the conference. For 
write to Mortimer M. 
1110, Charlottesville, 


will 
information, 
Caplin, Box 
Virginia. 


University of Colorado School of 
Law.—The Fourth Biennial Estate 
Planning Institute, University of Colo- 
rado School of Law, will be held on 
August 8-12, at the Law 
University of 

owe will conduct 


Fleming 
Colorado. 
the 


Building, 
William J. 
institute. 
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Important New CCH Help for “Out of State” Sellers! 


USE TAX ON INTERSTATE SALES 


Gives You ¢ Full Explanation of Seller’s Liability 
® Supreme Court Decision in Scripto, Inc. 


e Needed State Laws and Regulations 


Thirty-three states (plus the District of Columbia) impose a use 
tax to be collected by the out-of-state retailer. Reason enough for business 
interests to re-examine their interstate activities—take stock of their liability. 


And to help you do just that, CCH has released this practical 48-page 
booklet. It’s tailor-made for those who want to survey their personal 
situation, have full understanding of the Scripto decision impact on foreign 
corporations, know what factors are necessary to require collection and 


remittance of the tax. 


Contents Include—Background and Development of Seller's 
Use Tax Liability 
Full Text of Scripto Decision 
with Understandable Analysis 
Quotations from the Law and Regulations 
in Each State 


Particularly valuable are the citations to CCH’s ALL-STATE SALES 
TAX REPORTS which explore latest developments in the field of state 


sales and use taxes. 


Order Your Copies Now! 


It's easy to do. Just fill in the handy tear-off, postage-free Order Card 
attached. Tell us how many copies you'll need—for yourself, your staff 
or for good-will distribution. Prompt delivery assured. 


Price, $1 a copy. 
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